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RECENT MONETARY POLICIES 


ELMER Woop 


University of Missouri 


FASHIONS IN ECONOMIC THINKING are rather fickle. There was a 
time back in the nineteen-twenties when a great deal was expected 
of central banks in the way of maintaining price stability and eco- 
nomic stability generally. The leading central banks of the world 
were expected to co-operate under the gold standard to accomplish 
this aim. But during the nineteen-thirties the belief that general 
monetary controls were useful went out of style. For many econo- 
mists, perhaps the great majority, the main lesson of the Great De- 
pression was that fluctuations in economic activity were almost en- 
tirely of non-monetary origin, and therefore changes in internal 
monetary conditions were of minor importance in stimulating spend- 
ing or checking inflation. 


In Brier RETROSPECT 


Though the rate of interest, considered as a monetary control de- 
vice, still had a formal place in the economic analysis of the late 
thirties, it was being played down more and more. By the nineteen- 
forties it was believed that rates might as well be frozen. But since 
the abiding problem (it was thought) was how to counteract a defi- 
ciency of investment opportunities, rates ought to be frozen at a low 
level, so that such little influence as they might exert would be in the 
right direction. “Booms die a natural death” anyhow, and if the 
economy is troubled temporarily by the dangers of inflation, these 
can be dealt with more effectively, and with less danger to future 
prosperity, by direct controls and by fiscal policy measures. 

It was in such an intellectual atmosphere that Federal Reserve 
policy in the forties was reduced to a routine of maintaining govern- 
ment security yields at practically fixed levels.1 During the past few 


1. Long rates, however, were permitted to fall in 1945 and 1946. This came about 
as the result of the Treasury’s unwillingness to allow an increase of short rates to- 
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years there has been a popular idea that the Treasury with Adminis- 
tration backing imposed this policy on a reluctant Federal Reserve 
System, but at the time the Federal Reserve did not object to the 
policy except as to minor details. Both the Treasury and the Fed- 
eral Reserve reasoned that higher rates would have practically no 
effect on investment during the war, since most real investment would 
be for war purposes. And other methods, they believed, would have 
far more effect on the willingness to save from a given income than 
an increase of interest rates. They gave no real consideration to the 
fact that a low yield on debts would raise the relative attractiveness 
of real assets, new and old, and exert a continuous gravitational pull 
in the direction of inflation. 

For the first few years after the war the Federal Reserve did not 
advocate any important change in monetary policy, though they did 
ask for minor changes. The chairman of the Board of Governors, 
Mr. Eccles, stated in 1947 that raising the rates on government 
securities was not an effective means of achieving monetary objec- 
tives. His main remedy for relieving the existing inflationary pres- 
sure was to reduce government spending.” Mr. Sproul, president of 
the Federal Reserve Bank of New York, suggested raising short 
rates with a view to having some uncertainty of rates, but did not 
advocate the use of monetary measures as an important means of 
checking inflation.* In general, the Federal Reserve authorities 
feared that placing main dependence on credit tightening in the 
existing situation would cause a serious decline of production and 
employment. 

But the boom did not die a natural death, though there was a mild 
recession in 1949. For some months before the outbreak of the 
Korean War, business was expanding and prices were rising. Mr. 
Sproul stated that the Federal Reserve wanted to use some restraint 
during the latter part of 1949 but that the Treasury objected. 
Nevertheless credit was gradually tightened somewhat from late 
1949, 


The panicky demand for goods that came with the Korean War 


gether with a shift in the public’s preferences toward the longer end of the market, 
since the pegging policy increased the liquidity of the longer-term issues. 

2. Hearings on Economic Stabilization Aids, House Banking and Currency Com- 
mittee (80th Congress, first session), 1947. As late as 1949 Mr. Eccles stated to the 
Douglas Subcommittee on Monetary, Credit, and Fiscal Policies that few buyers 
would be priced out of the market by rates proposed by the proponents of a flexible 
rate policy. 

3. Hearings on Inflation Control, Senate Committee on Banking and Currency (80th 
Congress, second session), 1948. 
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apparently caused a very definite change from the old position at the 
Federal Reserve. The Reserve authorities feared to enter what 
might be another great war with rates frozen at the low levels then 
existing. (The long-term rate, though gradually rising during 1950, 
was well under 24 per cent at the end of that year.) The Treasury, 
on the other hand, held to the old logic. But the public generally, 
and Congress, took the side of the Federal Reserve. General mone- 
tary controls again became popular. 

But, though it is now the fashion to say that monetary controls 
should be used flexibly, current ideas as to the nature of monetary 
controls have taken an odd turn. There is now a popular belief that 
the main lesson to be learned from the experiences of the forties is 
not that interest rates should be controlled flexibly, but that it is a 
mistake to control rates at all. Interest rates, it is said, should reflect 
the natural forces of supply and demand in the market. The Federal 
Reserve in controlling the money supply should not interfere with 
rates, or interfere with them as little as possible; and even then it is 
not clear whether it is to be for monetary reasons or as a compromise 
for extraneous considerations. Money markets should be “free.” 

This idea, that monetary controls should not involve interest rates, 
seems to run through the official attitude now dominant—both at the 
Treasury and the Federal Reserve—on various aspects of the actual 
procedure of monetary control and on the Federal Reserve relation 
to the management of the public debt. 


MEAsurREsS OF MoNETARY “TENDENCIES AT A MOMENT” 


A basic question of monetary analysis is involved here. The ques- 
tion is whether the volume of reserves and the amount of balances 
held by the public are the best criteria of the monetary influence 
being exerted at a given time. 

Let us say the ultimate aims of monetary policy are to maintain a 
high level of employment and, as far as possible, to avoid inflation. 
Without stopping to consider how far these aims may conflict at 
times and just how they should be compromised, it is obvious that 
the extent to which the authorities succeed in accomplishing them 
does not give a good pointer reading of the monetary influence 
exerted at a given moment. The effect of monetary scarcity on price 
levels and economic activity is not simple and mechanical and imme- 
diately measurable, but is slow and cumulative. The direct effect is 
tenuous indeed and is likely to be greatly impeded or accelerated by 
opinions about the future. The total quantity of money reflects main- 
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ly the demand for balances arising out of a given level of activity 
and cost-price structure. There are other elements in the demand for 
balances but these are the main ones. And since they do not respond 
immediately to the administrative procedures available to the au- 
thorities, but only slowly and cumulatively, the amount of balances 
shows a similar lack of responsiveness. At any given time the public 
are free to adjust their balances within considerable limits to require- 
ments without any important change in the terms of monetizing 
debts. 

Thus the amount of balances is a historical result of cumulative 
forces and not a measure of monetary tendencies at a given moment. 
And the same sort of reasoning applies to the amount of bank 
reserves, which is geared to the amount of balances held by the 
public.* The prices of debts, on the other hand, are highly sensitive 
to changes in the degree of liquidity of the economy, and so give an 
immediate indication of the influence being exerted by the authorities 
at a given time—long before it is registered in prices and economic 
activity and in the level of money balances. Regardless of their 
theories, the authorities do in considerable degree take interest rates 
as a measure of their influence, but their theories affect their proce- 
dure by extending considerably the margin of tolerance within which 
rates may vary by accident. 

We should not deplore altogether the experiences of the nineteen- 
forties. From the standpoint of procedure, real progress was made 
at that time. Since the immediate objective of the monetary authori- 
ties is to govern the ease or difficulty of adjusting balances by mone- 
tizing debt instruments, the simplest and most efficient method of 
doing it is to maintain the yields on government securities within 
such limits as seem to comply with the general aims of monetary 
policy. Automatic access to reserves is not a danger in itself. Central 
banks have always given commercial banks the means of adjusting 
reserves on their own initiative, either directly or through market 
channels. Similarly the banking system has allowed the members of 
the public to adjust their balances on some sort of tolerable terms at 
the public’s own initiative except when central banking procedure 
has broken down, as it did during panics. What was objectionable 
about the procedure of the nineteen-forties was the refusal of the 
authorities to revise sufficiently the schedule of rates as a means of 
resisting inflation. 


4. For an excellent discussion of measures of monetary influence, see Karl R. Bopp, 
“Central Banking Objectives, Guides and Measures,” Journal of Finance (March, 
1954). 
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THE TREND BACKWARD 


But some of the Federal Reserve officials now seem to think there 
was something inherently wrong in the procedure itself which was 
used during the forties. During the last few years they have stated 
that the discount mechanism should again become an important 
instrument of policy. The idea seems to be to return to the procedure 
of the nineteen-twenties. 

Such ideas, it seems to the writer, represent a backward step in 
monetary analysis. In the first place, it is probably impossible to 
compel the member banks to borrow more than a small margin of 
their reserves—certainly for very long—without bringing on a finan- 
cial crisis. The discount procedure is still only a “convenience” to 
the member banks who care to use it, and the Federal Reserve can- 
not make it a “necessity”—to paraphrase their own language of a 
few years back. The change from a policy of nearly fixed rates to the 
present policy, where rates are allowed to fluctuate within wider 
limits, has not changed this fact about procedure significantly. So 
long as the Federal Reserve has only limited tolerance for a change 
of market rates and the member banks have rather a small tolerance 
for indebtedness, the central bank must supply all but a thin margin 
of reserve through open market purchases. It is true that member 
bank borrowing frequently exceeded a billion dollars in 1952 and the 
first few months of 1953, and at one time exceeded two billions, but 
it was at a time when rates were advancing to new highs for many 
years back. It seems doubtful whether the banks could have been 
kept under that range of indebtedness for very long without its caus- 
ing a drop in government securities that the Federal Reserve would 
have found intolerable.® 

But whether or not the member banks have a greater tolerance for 
indebtedness than is here supposed, it seems a mistake to allow 
variations in indebtedness, in combination with the discount rate 
and a variable reluctance to borrow, to have any effect on the credit 
situation; because to do so means continual minor changes in rates 
which are purely fortuitous and serve no purpose whatever from the 
standpoint of credit regulation. The need to borrow changes from a 
combination of accidental circumstances, such as changes in the 


5. The tradition against borrowing is by no means uniform among the banks. Some 
are unwilling to borrow at all and the great majority are willing to borrow only for 
very short periods under ordinary circumstances. But there are a few that are willing 
to borrow larger amounts and for longer periods than the Federal Reserve authorities 
are willing to permit. The writer is supposing that the official attitude toward this 
latter group of banks will remain generally what it has been. 
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currency in circulation, gold movements, changes in non-reserve 
deposits at the Federal Reserve Banks and in the “float,” and the 
like. Why should such events be permitted to affect interest rates? 
Moreover, if the authorities should think they recognize the hand of 
Nature in a change produced in this way, the variations of rates 
would be of greater magnitude. 

The Federal Reserve officials have defended fortuitous changes in 
rates, first, on the ground that uncertainty of future rates reduces 
the moneyness of debt instruments. However, a flexible rate policy 
necessarily involves a degree of uncertainty of rates. But the essen- 
tial point is that a monetary management that is free to govern rates 
within whatever limits seem necessary does not need to depend on 
uncertainty. The inflation or spending potential of near-money debts 
can be reduced by an increase of their yield. 

The other defense that has been made for fortuitous changes in 
interest rates is that they reflect the natural conditions of supply 
and demand in the market. 

In arguing against this latter position one does not need to assert 
that interest rates are purely monetary phenomena. Most economists 
would agree that the volume and structure of debt and the portfolio 
preferences of the public have some influence on rates. Also the ex- 
pected earnings on real assets exert some influence on the pattern of 
rates as well as the inflation potential of a given set of administered 
key rates. Yet the fact remains that the week-to-week changes in 
rates reflect mainly monetary conditions, current and prospective. 

There may be some temporary public relations value in having 
people believe that rates are determined largely by natural causes. 
It may save the authorities from criticism at times. But in the long 
run it would be better to admit that the Federal Reserve controls 
rates, but that it does so in the public interest. 


SHOULD THE OPEN MARKET COMMITTEE CONFINE OPERA- 
TIONS TO THE SHORT END OF THE MARKET? 


We turn now to a matter on which there has been disagreement 
within the System itseli—whether the Open Market Committee 
should normally confine operations to short maturities, preferably 
Treasury bills. The fundamental problem here is whether short rates 
alone give a sufficient indication of monetary ease or pressure for 
more than the immediate future and whether the Committee can 
indicate more clearly what their intentions are by operating in all 
areas of the government securities market. 
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The Committee adopted the rule of confining operations to the 
short end of the market—except in the emergency of a “disorderly” 
market—in March, 1953, influenced apparently by the Report of 
[an] Ad Hoc Subcommittee on the Government Securities Market 
of November, 1952.° The reasoning of the majority of the Open 
Market Committee was that security operations for the purpose of 
accomplishing monetary objectives would be concerned with chang- 
ing the volume of reserves and not with changing the level and pat- 
tern of interest rates. Interest rates should be left to the operation 
of “free market” forces. Though they realized that their operations 
would affect rates to some extent, they believed they could minimize 
the influence on rates by confining operations to bills or other securi- 
ties of very short maturity. 

Even if one thought that operations should be designed to have as 
little effect on the rate structure as possible, it seems improbable that 
confining operations to bills would accomplish the purpose. Concen- 
trating operations in one sector of the market is more likely to cause 
some distortion of yields than would the spreading of operations 
over a broader area. 

But the essential point is that operations should be designed to 
govern the whole pattern of government security rates. Short rates 
reflect primarily current conditions of monetary ease or pressure. 
Long rates reflect in high degree the public’s estimate of the future 
movement of the complex of rates. By operating in whatever sectors 
of the market seem appropriate the Committee can guide the public 
in interpreting the intentions of the authorities. If, however, they 
limit operations to the short end of the market they can give no real 
assurance that a downturn in rates is not merely a temporary devia- 
tion from a rather long-period upward drift. Also, in a period of 
depression low short rates may cease to be good measures of liquidity 
but reflect mainly an increased preference for near-money assets. 

The Committee should therefore be prepared to operate in all 
sectors of the government securities market with a view to maintain- 


6. The Subcommittee consisted of Chairman Martin and A. L. Mills, of the Board 
of Governors and Malcolm Bryan, president of the Federal Reserve Bank of Atlanta. 
R. H. Craft, of the Guaranty Trust Company, was technical consultant. The Report 
and also the Comments on it by the Federal Reserve Bank of New York were later 
published in the Hearings on United States Monetary Policy: Recent Thinking and 
Experience, Subcommittee on Economic Stabilization of the Joint Committee on the 
Economic Report (83d Congress, second session), December, 1954. The Ad Hoc Sub- 
committee made a number of other recommendations about the FOMC organization 
and procedure. One was that the FOMC examine the advisability of having its own 
operating staff instead of delegating operations to the Federal Reserve Bank of 
New York. Such a plan of organization, if adopted, would amount to a fundamental 
constitutional change in the System. 
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ing a rate structure that seems to conform to the general aims of 
policy. There is a practical question as to what the Committee’s 
limits of tolerance for rate variations should be. There needs to be 
some range but it should not be very large. 

Also the Manager of the Account should be free to allow for 
changes in the demand in particular sectors of the market,’ so long, 
that is, as they do not seem to reflect an estimate of future monetary 
conditions which is inconsistent with the intentions of the Commit- 
tee. 

The position of the Federal Reserve Bank of New York is that 
the Committee should be prepared to operate in any sector of the 
market that seems desirable in the interest of maintaining economic 
stability, but that they should not try continuously to determine the 
structure of rates. From an operational standpoint, the Bank’s view 
would mean that the Committee should have rather wide limits of 
tolerance for rates in the longer end of the market and that they 
should not be held responsible for the rate structure within wide 
limits. But of course the power to intervene necessarily involves re- 
sponsibility for the judgment taken. 

In conformity with their new policy the Committee no longer 
gives direct support to new Treasury issues. Since market rates are 
now permitted to vary in an unpredictable way, and since in any case 
an increased supply of securities in a particular sector tends to raise 
yields in that area, this means that new issues must be given a rate 
that is safely above yields on outstanding issues in the sector con- 
cerned. But if the authorities, in order to make sure the issue will 
sell, set the rate too high, the effect may be either to make a gift 
to subscribers to new issues or else to cause the whole market to 
tighten on the supposition that the rate on the new issue is in con- 
formity with the monetary policy that is to be followed. 

So long as the terms of a new Treasury issue seem to conform 
to the general aims of monetary policy, the Federal Reserve can 
safely give whatever support is needed during the marketing period 
and make such swaps as seem desirable to reduce yield distortions. 
Some people seem to fear that any rate structure maintained by the 
authorities places the economy in jeopardy in the sense that at any 
time the public may reject bonds and force the Federal Reserve 
and the commercial banks to create vast quantities of cash. They 


7. If, for instance, there were a large additional demand for bills, a failure to allow 
the bill rate to fall would amount to a tightening action. To some extent the Manager 
of the Account could deal with this sort of problem by shifts in his own portfolio, but 
he must be free to make rate adjustments also. 
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place great emphasis on the necessity of making the aggregate of 
securities outstanding sufficiently attractive on a yield basis to find 
holders for them. A careful analysis of our experience shows that 
such fears are groundless. Even an inflationary rate structure would 
produce its effect only slowly and cumulatively. The only circum- 
stance that might cause an important rejection of securities in favor 
of cash would be a general fear that a rise of rates was imminent. 
Such demands for cash are not likely to be large. But even if they 
were, cash held from fear of an advance in rates is not inflationary, 
at least under such circumstances as we need consider here.® 


FEDERAL RESERVE AND TREASURY REASONS 
FOR TIGHTER MONEY 


Let us consider briefly the reasons which the authorities have given 
for the more restrictive monetary policy of recent years. 

In December, 1952, the Open Market Committee considered 
“that the general outlook was for a high level of income and produc- 
tion over the next few months with no immediate evidence of price 
inflation.”® They were concerned, however, about the accelerated 
expansion of bank credit. But public spending, they thought, was 
going to be less than they had earlier expected. At their meeting in 
March, 1953, they again stated that there was no evidence of infla- 
tion. Mr. Sproul, in reviewing the situation later, stated that there 
was some evidence of boom psychology in January, 1953, but that 
there was little confirmation of it in the critical area of prices. Re- 
serve officials were concerned about consumer spending, the rise 
in inventories, and the consequences of the removal of the remaining 
price and wage controls. But in the spring, he said, there was a de- 
cline in farm income and farm prices and there was the unpredict- 
able effect of the cessation of fighting in Korea (speech, January 
23, 1954). The Record of the June (1953) meeting of the Open 
Market Committee stated that, though prices had remained fairly 
stable and output had increased since March, financial markets “had 
been unsettled at times during the spring months, particularly dur- 
ing late May, and throughout the period since March there had 
been an undertone of concern about potential declines in economic 
activity.”’?° 

8. For a comprehensive review of the problem of debt management in relation to 
monetary control, see Robert V. Roosa, “Integrating Debt Management and Open 


Market Operations,” Papers and Proceedings of the American Economic Association, 
Issued May, 1952. 


9. Report of the Board of Governors for 1952, p. 99. 
10. Report of the Board of Governors for 1953, p. 93. 
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But despite these statements that there was no inflation (and in 
fact prices had been weakening rather than rising), the authorities 
allowed rnoney to become tighter than it had been for a great many 
years and finally to a degree that threatened financial panic. 

Treasury and Federal Reserve officials, though defending the in- 
crease of rates as necessary to meet the threat of inflation, have at the 
same time attributed the tight money to “natural forces.” Mr. Bur- 
gess stated (in a speech December 3, 1953): “Early in the year the 
Reserve System allowed the natural forces of a huge demand for 
money to tighten money rates.” Though the 34 long-term Treasury 
bond had some influence on the market, that was the going rate. In 
an earlier speech (May 12, 1953) he attributed the higher rates part- 
ly to the Federal Reserve, but he gave the main emphasis to the 
increased demand for loans. The long-term market was overloaded 
because so many were trying to borrow so much at one time.”? Mr. 
Humphrey, in explaining that the Administration and the Federal 
Reserve had no “hard money” policy, said the Federal Reserve had 
“simply allowed the demand for money to have its normal and 
natural effect and respond to the law of supply and demand” (speech 
of August 4, 1953).!* 

The Report of the Board of Governors for 1953 stated that the 
“pressure of credit demand resulted in a moderate increase in in- 
terest rates through mid-April and then in a sharp advance” (p. 23). 
The Open Market Committee (in June, 1953) admitted that there 
was a restrictive policy, but in explaining the drop in government 
securities gave main emphasis to the heavy demands for new capital, 
“which continued to exceed the supply of new long-term funds in 
the market.’”** Other Federal Reserve statements claimed that there 
was a shortage in the “supply of savings” in relation to the demand. 

Early in May, 1953, the Federal Reserve decided to relax credit 
conditions and bought Treasury bills with that aim in view, but 


11. However, in his reply (for the Treasury) to questions submitted by the Sub- 
committee on Economic Stabilization of the Joint Committee on the Economic Re- 
port he stated that “Treasury action in debt management in the first half of 1953 was 
carefully planned so as to tie in with a Federal Reserve monetary policy of credit re- 
straint.” Hearings on United States Monetary Policy: Recent Thinking and Experience 
(December, 1954), p. 31. 


12. At the Hearings on United States Monetary Policy: Recent Thinking and Ex- 
perience (December, 1954) he replied to Senator Douglas (p. 207): “We didn’t raise 
the interest rate. We accepted the interest rate as the market had it determined that 
day, and we took that interest rate and offered to sell our goods at the price the mar- 
ket was paying at that time.” However, he previously stated (p. 205) that the Treas- 
ury was “trying to help Federal Reserve in its monetary restraint policy.” 


13. Report of the Board of Governors for 1953, pp. 93-94. 
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rates went higher. If the Committee had used the prices of debts as 
their criterion, there would have been no delay in reversing their 
policy. But their new procedure required them to reject rates as the 
main test of monetary scarcity. 

The rise in long-term rates reflected not merely the immediate 
monetary pressure but the market’s estimate of future monetary 
conditions. The statements of the Treasury officials, the offering of 
the 34 per cent long-term bond, the actions of the Open Market 
Committee, and the speeches of the chairman of the Board of Gov- 
ernors (April 13 and May 6, 1953) gave good reason to believe 
that rates were likely to be higher, perhaps much higher. After all, 
were not the days when the Federal Reserve would interfere with 
a rise of market rates over for good? Was not the United States 
going to return to “hard” money? The Committee could have cor- 
rected this estimate of their intentions if they had entered the long- 
term market. But they stayed out on the theory that the bond mar- 
ket reflected natural forces. What they actually observed was not 
the forces of nature but what their own actions and statements im- 
plied for the future. 

But the rise of rates in 1953, as well as that of 1955, reflects also 
a gradual change in monetary policy objectives in recent years. 

The aim of full employment is being played down. The dangers of 
inflation and boom are being given greater emphasis. But it is not 
simply the inflation aspect of the boom which the authorities con- 
sider they must guard against. They evidently feel there are features 
of a boom other than a general rise of prices which warrant restric- 
tive monetary action. Inventories may become excessive or produc- 
tion may exceed a level that can be sustained. In order, therefore, 
to have a high and sustainable level of activity, growth must not 
be too rapid. Their theory seems to be that they can prevent the 
next depression, or at least moderate it, by leveling off the present 
boom. 

Such theories, though they may now be popular, are likely to re- 
sult in a certain degree of chronic unemployment. For a modern 
economy they are essentially defeatist. We should reject any theory 
which implicitly holds that prosperity is a form of economic sin for 
which we must make atonement in the form of depression. We should 
maintain the highest level of economic activity possible without 
inflation. 











DEPRECIATION AND THE 1954 INTERNAL 
REVENUE CODE 


WIL1iiAM F. HELLMUTH, JR.* 


THE MORE LIBERAL treatment of depreciation, intended primarily 
to stimulate investment over the long run, is perhaps the most im- 
portant change in the entire 1954 Internal Revenue Code. This 
article examines the effectiveness of these changes in increasing the 
incentives to invest in new plant and equipment. It also analyzes 
other economic and fiscal consequences of these new depreciation 
provisions. 


BACKGROUND OF THE 1954 CHANGES 


Depreciation has been recognized as a deductible expense since 
1909 when a federal corporation tax became a permanent part of 
U.S. tax legislation. Section 23 (1) of the 1939 Internal Revenue 
Code provided “a reasonable allowance for the exhaustion, wear and 
tear of property used in the trade or business, including a reasonable 
allowance for obsolescence.” 

Loud, persistent, growing, and detailed criticism was voiced by 
the business community over the past tax treatment of deprecia- 
tion.’ George Terborgh summarized this viewpoint: “It can be per- 
suasively argued . . . that [the present depreciation system] has 
given us the worst depreciation system of any important industrial 
country in the world.” 

These complaints centered on four points. First, the service lives 
over which the Internal Revenue Service allowed businesses to de- 
preciate their capital equipment were alleged to be too long. The 
I.R.S. had used Bulletin F as early as 1931 as a guide for setting 
service lives, tightening its application in 1934 in an attempt to in- 
crease corporate tax receipts. In addition, business representatives 

* The author is associate professor of economics, Oberlin College, on leave with the 


Division of Research and Statistics, Federal Reserve Board. The views expressed herein 
are the personal ones of the author and do not reflect the views of the Board. 


1. 83d Congress, 1st Session, House Committee on Ways and Means, Hearings on 
General Revenue Revision, Part 2, pp. 665-920. (Hereafter referred to as 1953 House 
Hearings.) 


2. George Terborgh, Realistic Depreciation Policy (Chicago: Machinery and Allied 
Products Institute, 1954), p. 17. 
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claimed, the useful life estimates in the current Bulletin F (1942) 
are based on experience of the 1920’s and 1930’s, when lives were 
long by present-day standards due to relatively slow technological 
progress and also when machines stayed in place abnormally long 
because of involuntary idleness, the lack of funds to finance re- 
placements, and the absence of anticipated or actual market demand 
calling for modernization and expansion.* Specifically, inadequate 
attention was paid to obsolescence as a cause of loss of economic 
value and premature retirement of assets.* 

A second complaint was that the pattern of depreciation over the 
useful life of the depreciable assets did not accurately reflect the 
actual decline in value during that period. The straight-line method 
in general use reported an equal decline in value each year. Most 
witnesses before the House Ways and Means Committee in 1953 
recommended statutory approval of methods to allow a faster write- 
off than permitted by the straight-line method to reflect more ac- 
curately the wearing out, the reduced precision and dependability, 
the higher maintenance charges, and the greater chance of obso- 
lescence of older machines. 

Failure to allow any adjustments for price-level changes was a 
third major complaint.® Representatives of public utilities and rail- 
roads, with very durable capital assets many of which dated from 
before World War II, were most persistent in voicing this complaint.® 
With the purchasing power of the dollar down substantially in post- 
war years, a $10,000 1939 expenditure is equivalent to $19,246 in 
1955 by the consumer price index. (Different indices would be more 
accurate for particular types of assets.) The tax laws and regula- 
tions have paralleled the practice in accounting for depreciation in 
the United States, allowing charges based on original cost with no 
allowance for price-level changes.’ This left financial officers the 


3. There are other viewpoints on the accuracy of Bulletin F service-life figures. 
Terborgh does not question their accuracy, op. cit., pp. 17, 21, 78. Raymond Gold- 
smith believes they are too short on buildings, Studies in Income and Wealth (New 
York, 1951), Vol. 14, pp. 20-24. 


_4. D. T. Smith and J. K. Butters, Taxable and Business Income (New York: Na- 
tional Bureau of Economic Research, 1949), pp. 62—66. 


5. George Terborgh estimated for 1953 a total deficiency of $70 billion and an annual 
deficiency of $5 billion on the straight-line basis of conventional cost depreciation 
below its purchasing power equivalent. Terborgh, op. cit., pp. 120, 122. 


6. 1953 House Hearings, testimony of F. Warren Brooks of Cleveland Electric Illu- 


minating Co., pp. 705-25; Claude W. Dudley for Association of American Railroads, 
p. 696. 


_ 7. Whether price-level changes should be reflected in accounting and in income sub- 
ject to tax has been a controversial topic for a decade. 1953 House Hearings, pp. 699— 
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problem of obtaining funds adequate to finance replacements at a 
higher price level either from taxable additions to retained earnings 
or from outside sources, instead of from tax-free depreciation 
charges. 

The fourth area of complaint concerned the administration of de- 
preciation. The vagueness of the law made Treasury regulations and 
their interpretation of crucial importance. Representatives of busi- 
ness testified that T.D. 4422 and mimeograph 4170 (both 1934) put 
the burden of proof on them either to get a more liberal write-off 
of depreciation or to defend against a faster write-off sought by the 
I.R.S. Bulletin F, it was charged, was applied without recognition 
of individual differences in experience justifying variations from 
the average. The I.R.S., it is also alleged, sometimes allowed larger 
deductions for depreciation than claimed by a taxpayer. If the 
larger deductions applied to assets on which some depreciation had 
been deducted in prior years and if the tax returns for these earlier 
years are closed, the taxpayer lost all tax benefit for that part of 
the allowable deduction which he did not take during these years.’ 
Taxpayers felt that past, present, and future depreciation was never 
settled and this made managements’ calculations of payout, rate of 
return, and tax liability uncertain. This was regarded as a special 
deterrent to new investment. 


1954 CopE Provisions 


Section 167 of the new code covers depreciation for all businesses, 
corporate and non-corporate, and for all income-producing property. 
For the first time the statute offers the taxpayer a choice of deprecia- 
tion methods, including some methods not previously permitted, as 
follows (Sec. 167b): 


1. the straight-line method, 

2. the declining balance method, using a rate not exceeding twice (the straight- 
line rate), 

3. the sum of the years-digits method, and 

4. any other consistent method productive of an annual allowance which... 
does not, during the first two-thirds of the useful life of the property, ex- 
ceed the total of such allowances which would have (resulted from use of 
the declining balance method).® 


704, 733-34, and American Institute of Accountants, Accounting Research Bulletin 
No. 33 (December, 1947). 

8. 1953 House Hearings, statement of the Chamber of Commerce of the US., pp. 
913-15. 


9. This section permits methods custom-built to fit a firm’s own situation. For ex- 
ample, multiple-rate straight-line depreciation is possible, such as depreciating a ten- 
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The double-rate declining balance, sum of the years-digits (here- 
after referred to as DB and SYD respectively), and comparable 
methods may be used only for assets with a useful life of three or 
more years and constructed or acquired for original use after De- 
cember 31, 1953. Other methods currently acceptable may be con- 
tinued. A taxpayer may simultaneously use different methods on 
different assets. 

The DB method applies double the straight-line depreciation rate 
based on the asset’s life to the full original cost the first year, and 
in subsequent years the same rate to the remaining unrecovered 
cost. For a comparison of annual charges by the various methods, 
see the Depreciation columns in Table 1. This method automatically 
leaves an unrecovered residual of 10 to 13 per cent of original cost, 
unless offset by substantial net salvage value. To allow full recovery 
of cost over the useful life, Congress authorized the taxpayer to 
switch from DB to straight line at any time. A switch to straight- 
line depreciation just after mid-life provides full recovery over the 
estimated life by larger annual deductions over the last half of 
service life than under the DB method alone. In the Table 1 example, 
it is advantageous to switch to straight line in the sixth year. 

The SYD method, like DB, provides its largest deduction in the 
first year with declining annual charges thereafter. Unlike DB, 
which applies a constant rate to the declining balance of unrecovered 
cost, SYD applies a steadily declining rate to a constant amount 
(original cost less salvage). The rate for any year is a fraction, the 
numerator of which is the years of useful life remaining and the 
denominator the sum of numbers representing years of useful life. 
Thus for an asset with a five-year life, the denominator would be 
5 (1+ 2+ 3+ 44+ 5), and the depreciation rate would de- 
cline from 5/15 the first year, to 4/15 the second year, and so on, 
down to 1/15 the final year. SYD recovers 100 per cent of cost over 
useful life. Possible shortcomings of SYD are: (1) it can be applied 
to group accounts only for assets segregated both by year of acquisi- 
tion and by service life; and (2) a shift from SYD to other meth- 
ods is permitted for tax purposes only with Treasury approval. 

Thus the newly authorized methods do change the timing of de- 
preciation charges during an asset’s useful life, allowing larger re- 
coveries in the earlier years than the straight-line formula. But they 
do not permit a greater total recovery nor does full recovery take 


year asset 13 per cent a year for the first five years and 7 per cent per annum for the 
remaining years. Methods based on units of production are also acceptable. 
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place any sooner. Much of the following discussion compares the 
results of DB and SYD depreciation with the results under the 
straight-line method which has been in general use. 

The new law also provides (Sec. 167d) that when a written agree- 
ment is made between a taxpayer and the Treasury as to useful 
life and rate of depreciation of any property, this rate shall continue 
unless new facts or circumstances become available. The burden 
of proof in case of a change is placed on the party initiating the 
request. And any change in useful life or depreciation rate will not 
be retroactive to taxable years before the year in which the request 
for a change is initiated. These changes should remove the basis for 
businessmen feeling that past depreciation deductions continue un- 
settled, pending final audit, and that it is impossible to determine in 
advance what depreciation will be permitted on new assets.’° 


INCENTIVE EFFECTS 


The strongest and most important claim made for the depreciation 
changes in the 1954 Code is that they will stimulate investment to 
modernize and expand capital equipment."’ Business investment 
decisions depend primarily on the cost and availability of funds and 
the anticipated return on investment. How will the newly authorized 
depreciation methods affect these two major determinants of in- 
vestment? 


I. COST AND AVAILABILITY OF FUNDS 


The DB and SYD methods allow larger depreciation charges dur- 
ing the early years of use of plant and equipment than is permitted 
under the straight-line method. During the years of larger deprecia- 
tion charges, taxable income is lower, which, with given tax rates, 
lowers the tax payments. For a single asset this postpones part of 
the tax until later in its life and the deferred tax is temporarily a 
costless source of funds. For a going concern with a continual 
stream of new durable assets, the larger early depreciation charges 
on recent installations offset the smaller deductions for deprecia- 
tion on older assets, providing a permanent postponement of taxes 


10. This section of the statute extends the policy announced by Commissioner of 


Internal Revenue Andrews on May 11, 1953: “. . . It shall be the policy of the Service 
generally not to disturb depreciation deductions, and revenue employees shall propose 
adjustments . . . only where there is a clear and convincing basis for a change. This 


policy shall be applied to give effect to its principal purpose of reducing controversies 
with respect to depreciation.” IR-Mimeograph No. 183. 


11. Remarks of George M. Humphrey, Secretary of the Treasury, at the Tax Insti- 
tute of the University of Texas Law School (Oct. 1, 1954), p. 5. 
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for the firm. With tax rates unchanged, a business with a steady 
dollar investment in depreciable assets will have a tax saving which 
will rise over the life cycle of its assets and then stabilize. For a 
growing business, the amount of deferred taxes will increase as long 
as its investment in plant and equipment continues to expand. 

a) Payout-period test—The liquidity of investments in durable 
assets is improved by DB and SYD depreciation, as it means faster 
recovery of cost. Businessmen rely heavily on a “payout period” 
test to determine how much investment and what specific projects 
to undertake. The payout period measures the time needed to recover 
the firms investment from gross earnings, i.e., depreciation plus 
profits after taxes.’* 

Table 1 illustrates how DB and SYD depreciation generate cash 
faster than the straight-line method and accelerate the payout peri- 
od. But the difference is disappointingly small, about 3.6 years 
against 4 years in our example. Comparable studies for assets of 
different useful lives indicate about a 10 per cent faster payout for 
DB or SYD over straight line, regardless of whether the asset has a 
four- or fifty-year life. This increased speed for recovery of cost is 
probably not enough faster to greatly increase investment, though 
clearly it is a move in the right direction for firms which apply the 
rule-of-thumb payout test. 

b) Source of funds—‘In modern corporate enterprise, current 
operations are the dominant source of capital funds. In some com- 
panies, capital expenditures are confined completely to the amount 
that can be obtained internally. This may be a matter of choice or, 
in some sense, a matter of necessity because of the condition of the 
capital markets or the investment status of the firm. 

“Consequently, the projection of the amount that can be expected 
from accumulated depreciation and retained earnings is usually 
the most important part of capital expenditure budgeting.”* 

In the aggregate, depreciation has supplied $73.3 billion or about 
28 per cent of corporate funds over the period 1946-54. Over a 
longer, earlier period, 1922-45, depreciation, depletion, and amor- 
tization combined provided $17.3 billion, or more than half of total 
corporate funds of $33.4 billion.** Perhaps more importantly, annual 
depreciation charges have been increasing since 1946 at a rate of 

12. Joel Dean, Managerial Economics (New York: Prentice-Hall, Inc., 1951), pp. 
565-67. 

13. Ibid., pp. 571-72. 


14. Richard Goode, The Corporation Income Tax (New York: John Wiley & Sons, 
Inc., 1951), p. 131. 
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more than $1 billion per year, providing the largest single source 
of funds in 1952-54. The importance of depreciation charges, both 
absolutely and relatively, is expected to grow over the next few 
years, reaching $20 billion annually by 1959.%* Also, if receipts 
cover expenses, depreciation is the steadiest source of funds, which 
allows business to budget ahead on this important cash source. 

Depreciation charges have been growing in relation to corporate 
plant and equipment expenditures, from 33.6 per cent in 1946 to an 
estimated 59.5 per cent in 1954. This percentage is expected to con- 
tinue above 50 per cent. A forecast of rising replacement expendi- 
tures suggests that capital maintenance may be the major use of 
this flow of funds.*® 

The additional funds provided by larger depreciation charges and 
the correspondingly lower taxes will allow larger capital expendi- 
tures by those businesses which have previously been restrained by 
financing difficulties. This is most likely to be true of small and 
medium-size companies which either are unable to obtain outside 
funds readily or can do so only at a relatively high cost.’’ External 
financing of plant and equipment expenditures depends on the state 
of the securities market and the availability of term credit from 
banks and insurance companies as well as the individual firm’s finan- 
cial standing. A reliable internal source insulates even strong firms 
from risk as to the state of the securities market and credit avail- 
ability at lending institutions. Firms with easy access te external 
funds may allocate the cash flow from larger depreciation charges 
for any corporate purpose, such as dividends, plant and equipment, 
working capital, or debt repayment. 

In some cases, the earlier recovery of much of the capital may 
permit financing of new capital assets which could not otherwise 
have been obtained. For example, C. L. Austin, president of Jones 
& Laughlin Steel Corp., testified that a $40 million bank loan for 
his company’s Korean-war expansion was conditioned on permis- 
sion to amortize for tax purposes over sixty months an amount equal 
to at least twice the principal amount of the loan outstanding.’® 

Some machine tool manufacturers and industrial financing firms 

15. Survey of Current Business (September, 1954), p. 5; Business Week (October 
9, 1954), pp. 43-44. 

16. Fortune (October, 1954), pp. 108 ff. 


17. W. J. Edmonds, “The Effect on Business Decisions of Changes in Tax Depreci- 
ation Policy,” National Tax Journal (March, 1955), pp. 99, 111—12. 


18. 1953 House Hearings, p. 840. The 1954 depreciation changes do not allow full 
recovery in sixty months, but they do speed recovery over the previous method. 
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have liberalized instalment terms on new equipment to make pay- 
ments coincide with cash generated by SYD or DB depreciation. 
Commercial Investment Trust Corporation has lengthened the pay- 
ment periods to about double what they previously were on machine 
tools, construction equipment, and lift trucks. Sidney D. Maddock, 
president of C.I.T., describes the new plan: “The idea of gearing 
installment payments to depreciation schedules is revolutionary in 
industrial financing. The program is set up to work with the fastest 
schedule permitted under the new tax law—the sum of the years- 
digits method of depreciation. . . . Our studies indicate this method 
will be the one most used by industry.”’® This approach will permit 
firms to finance capital expenditures more easily out of cash gen- 
erated from future operations. Other firms who finance their own 
equipment purchases will find that DB or SYD increases their net 
working capital, available for any uses which management deems 
desirable. Thus the new depreciation methods either reduce the 
need for external funds or improve firms’ ability to obtain outside 
financing, if needed. 


II. ANTICIPATED PROFIT ON NEW INVESTMENT 


The 1954 depreciation changes, in addition to facilitating the 
financing of new investment, make the acquisition of new fixed 
assets more attractive. The depreciation changes do nothing to in- 
crease gross earnings; previously unprofitable investments in plant 
and equipment do not now become profitable. But an investment 
which promises to be profitable appears less risky and more profit- 
able due to Section 167 in the new Code. 

a) Reduces risk.—The risk of new investment is reduced as tax- 
free recovery of cost occurs faster. DB and SYD provide a larger 
recovery of cost in the more certain near future, while taxes are par- 
tially deferred until the more uncertain distant future. And although 
any unrecovered original cost is deductible for tax purposes upon 
retirement of an asset, some businessmen have an irrational in- 
clination to avoid large book losses. The faster early write-offs 
under the two newly authorized methods will minimize the unre- 
covered book cost. Thus DB and SYD are superior to the straight- 
line method in reducing risk wherever the possibility of premature 
retirement due to technological improvement or shifting demand is 
great. 

Also the new statutory provision (Sec. 167d) allowing written 


19. Journal of Taxation (Nevember, 1954), p. 49. 
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agreements as to useful lives and depreciation rates enables a firm 
to minimize or eliminate risk that its depreciation deductions may 
not be acceptable in computing taxable income. Agreements in ad- 
vance of the acquisition of depreciable property are possible, allow- 
ing more accurate calculations of depreciation, taxes, and profits on 
proposed investments.”° 

The expected advantage of lower taxes is gained only if there is 
otherwise taxable income from which the larger depreciation charges 
can be deducted, but the two-year carryback and five-year carry- 
forward of net operating losses and the option under DB to switch 
to straight-line depreciation minimizes the danger that a business 
will not gain tax benefits from all its depreciation charges. Some 
special situations may dictate sticking to straight-line depreciation 
to get full tax benefits. 

Another risk of accelerating depreciation deductions is that 
future tax rates may be higher than those in the near future. This 
would mean higher taxable profits when tax rates are higher only 
for concerns with lumpy investments concentrated in low-tax peri- 
ods or for firms which anticipate a declining level of investment in 
depreciable assets. There is certainly no general expectation of near- 
future, peacetime business taxes higher than in 1954-55. To the 
extent that business may reasonably expect lower future tax rates, 
there is added reason to get larger deductions while taxes remain 
high. 

b) Increases profitability.—Not only is the return on investment in 
depreciable assets more certain but it is also more valuable because 
the return is sooner. Profitability or rate of return on an investment 
can be measured either by discounting the gross future income 
stream to the present or by accumulating earnings from the orig- 
inal investment and reinvestment of depreciation charges to some 
future date. 

(1) Rate of return: Rate of return on a project is the percentage 
return or discount factor which makes the present value of the 
future stream of depreciation charges and net income after taxes 
equal its cost. Projects offering the higher rate of return should be 
undertaken first, and the higher the rates of return, the greater the 
aggregate demand for capital.** 

In the Table 1 example, the heavier depreciation charges during 
the early years of life gives a 24.1 per cent return under DB or 24.3 


20. “Tax Planning and Business Management,” Journal of Taxation (September, 
1954), p. 35. 


21. Dean, op. cit., p. 566. 
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per cent with SYD versus 22.3 per cent via the straight-line method. 
The margin clearly favors DB or SYD, but again is a less than 10 
per cent improvement. Regardless of the service life or discount 
factor assumptions when discounting future dollars to the present, 
DB and SYD always give a slightly higher rate of return than does 
the straight-line method. Essentially, this depends on the fact that 
a dollar expected in the near future is worth more than a dollar ex- 
pected in the more distant future. 

(2) Gain from additional investment financed by deferred taxes: 
Another approach to measure the greater profitability from the dif- 
ferent timing in recovery via DB or SYD over straight-line deprecia- 
tion assumes that the early tax saving is reinvested and computes 
the resulting increment of earnings. Terborgh computes this for one 
annual investment of $30 billion, assuming a 50 per cent corporate 
tax rate.** With a 10 per cent profit rate, reinvestment of the tax 
saving resulting from the use of DB instead of straight-line deprecia- 
tion produces additional earnings amounting to $1.35 billion over 10 
years and more than $4 billion over 50 years. For continued annual 
investments of $30 billion, the additional earnings would be $6 
billion over 10 years, growing to $137 billion over 50 years and to 
the enormous sum of $518 billion when the account theoretically is 
stabilized after 140 years. 

By all three tests—the payout period, rate of return, and earn- 
ings on tax deferralsk—DB or SYD depreciation make investment 
more attractive than does straight-line depreciation. Conceptually 
the payout test supplements either of the others; and since all three 
change in a favorable direction when DB and SYD are substituted 
for straight-line depreciation, together they make a stronger case 
for more investment than each does singly. In each case, SYD is 
slightly more liberal than DB. The key question is whether these 
differences are great enough to provide a substantial lift to new 
private investment. 


Ill. EFFECT BY INDUSTRY 


Corporations filing federal income tax returns in 1952 claimed 
$9.6 billion or 1.8 per cent of total receipts as depreciation ex- 


22. Terborgh, op. cit., pp. 123-27. Another example in which the tax savings are 
substituted for new common stock in the balanced capital structure of a hypothetical 
expanding utility indicates that with DB 46 per cent less and with SYD 63 per cent 
less new equity financing is needed than with straight-line depreciation after thirty- 
three years. This assumes that only 40 per cent of the durable assets are depreciated 
by the DB or SYD methods. EBasco Services, Inc., Effect of Liberalized Methods of 
Depreciation under the Internal Revenue Code of 1954 on the Electric and Gas Utility 
Industries, pp. 8-14. ‘ 
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penses.”* Depreciation amounted to 24.8 per cent of corporate profits 
before federal income tax and to 49.0 per cent of profits after tax. 
But there are wide variations among industries. For example, de- 
preciation in construction, transportation, public utilities, and hotels 
is more important in relation to profits before taxes (39 to 75 per 
cent) than in most other industries, but is comparatively less im- 
portant in general merchandising and in tobacco and motor vehicle 
manufacturing, though still 5 to 14 per cent of profits before taxes. 


IV. COMPARISON WITH ACCELERATED AMORTIZATION 


The new depreciation section makes available for all new de- 
preciable assets the same type incentive offered for selected assets 
under the accelerated amortization programs of World War II and 
the Korean War. Accelerated amortization allowed full depreciation 
in five years, compared with the average depreciable life of about 
seventeen years for equipment and fifty years for plant, which apply 
under the DB and SYD methods.** DB and SYD depreciation 
change the timing of the depreciation deductions but over the same 
Bulletin F useful lives as with straight-line depreciation and is 
relatively neutral between assets of different lives.” Accelerated 
amortization is more favorable to long-lived assets as a five-year 
write-off is a greater gain on an asset with a fifty-year useful life 
than with a ten-year useful life.2* However, the new methods do 
apply liberalized treatment to all the depreciable value of the assets, 
not to just a percentage as was true under the Korean amortization 
program.*’ So the new program applies a more moderate incentive 


23. U.S. Treasury Department, Internal Revenue Service, Preliminary Report, Sta- 
tistics of Income for 1952, Part 2 (1955), pp. 6-11. (Hereafter cited as Corporation 
Income Tax Returns for 1952.) 

24. Terborgh, of. cit., pp. 81-83, 95. Only about 6 per cent of capital equipment 
and no plant have average life expectancies of five years or less based on Bulletin F 
useful lives. 

25. Of the 2 new methods, DB is relatively more favorable for short-lived and SYD 
for longer-lived assets. At the halfway point in their service lives, for example, accrued 
depreciation for assets with different lives would amount to the following percentages 
of original cost: 


Total 
Service Straight 
Life DB SYD Line 
4. 75.0 70.0 50 
Nee 67.2 72.7 50 
20. 65.1 73.8 50 
30.. 64.5 74.2 50 
50 64.0 74.5 50 


26. R. A. Musgrave, discussion on “Federal Depreciation Policy,” 1953 Proceedings 
of the Forty-Sixth Annual Conference on Taxation (National Tax Association), pp. 
481-82. 

27. These percentages vary with the government’s need for the facilities and the 
anticipated postamortization demand. By early 1955, projects with value of $30 billion 
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effect to all new investment what had formerly been applied only 
to selected projects. 

World War II and the Korean emergency, during which most 
certificates of necessity were issued, were periods of high corporate 
taxes including excess profits taxes. Businessmen correctly assumed 
that these high tax rates were temporary and that an immediate tax 
deduction was more valuable than a longer amortization period.” 
Now there is probably no comparable expectation that liberalized 
depreciation write-offs will be reinforced by the expectation of sub- 
stantially lower tax rates in the near future. 


V. PROTECTION AGAINST INFLATION 


A major complaint against pre-1954 depreciation was that it 
allowed tax-free recovery only of the same number of dollars as were 
originally invested, with no adjustment for a possible drastic decline 
in the purchasing power of the dollar over the assets’ lives. 

The 1954 Code does not deal directly with this problem, but DB 
and SYD with larger early write-offs tend to recover dollars with 
purchasing power more nearly that of the original investment.”® In 
protecting purchasing power, DB and SYD are always an improve- 
ment over straight-line depreciation, although the protection is only 
relatively better, depending on the timing and extent of price ad- 
vance over an asset’s life.*® For instance, for an asset with a ten- 
year life installed January 1, 1940, the DB method would have re- 
covered dollars with 82.7 per cent of the original purchasing power 
and SYD 84.2 per cent, while the straight-line method recovered 
only 77.1 per cent of the 1940 purchasing power. With the same asset 
installed in 1944, DB would have recovered 84.0 per cent of 1944 
purchasing power and SYD 84.7 per cent against 78.7 per cent 
straight-line recovery. 

This improved protection against inflation is a by-product of the 


had been certified under this program, some 60 per cent of which on the average are 
eligible for accelerated tax amortization. 


28. Musgrave, op. cit., p. 481. 


29. E. Cary Brown, Effects of Taxation: Depreciation Adjustments for Price 
Changes (Boston: Division of Research, Graduate School of Business Administration, 
Harvard University, 1952), pp. 115-16, 120-21. Brown points out that this added pro- 
tection against price increases results without the controversies and complexities of 
index numbers and replacement cost. 


30. This assumes that funds retained through annual depreciation charges are used 
to buy real assets which participate in the inflation to the average price increase. If 
funds equal to the depreciation deductions are set aside in fixed-dollar assets, such as 
cash or government securities, all three methods would provide the same (money) 
capital recovery. 
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changes tailored primarily to stimulate investment, which may fur- 
ther promote investment. 


OTHER Economic EFFECTS 
I. PRICES, WAGE RATES, PROFITS, AND DIVIDENDS 


It is likely that most firms using the new depreciation methods 
will include the new depreciation charges in their costs. E. Cary 
Brown’s survey found that many executives thought that accelerated 
depreciation charges “influenced price to the extent any cost did. 
Others indicated that their prices were set entirely by competition, 
so no amount of cost tinkering could change this.’’** Since the new 
1954 depreciation provisions will be available to all businesses not 
restricted to particular facilities for which a certificate of necessity 
has been granted, these higher costs will affect most firms and most 
new capital. The extent to which depreciation expense influences 
prices depends on the relative importance of depreciation as a cost, 
whether depreciation is handled as a variable cost or as a fixed over- 
head cost, the competitive situation, and the firm’s pricing policy. 
The expected widespread use of the new depreciation methods may 
exert minor pressure toward higher prices. 

Wage rates probably will not be noticeably affected by the de- 
preciation changes. To the extent that faster depreciation reduces 
reported profits, management negotiators may claim reduced ability 
to pay, but union representatives may be expected to adjust de- 
preciation charges to get profits comparable with pre-1954 figures. 
However, lighter corporate taxes due to the depreciation change are 
less likely to be the signal for higher wage demands than if the tax 
relief had taken the form of lower tax rates. But since depreciation 
is a small part of total cost for most firms, and since so many other 
criteria enter into wage determination, the depreciation changes will 
not affect wage rates substantially. 

To the extent that the faster write-off of depreciation leads to more 
capital equipment, both quantitatively and qualitatively, wages paid 
will tend to be higher in the long run as there is more capital per 
worker, making labor a relatively scarce factor of production, with 
more product per man-hour. 

Reported profits during the next fifteen years will tend to be 
smaller as a result of the 1954 depreciation change even if replace- 
ment and expansion do not average more than in 1954. If expendi- 
tures for plant and equipment continue to grow, the direct effect of 


31. Brown, op. cit., p. 59. 
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the new depreciation methods will mean a permanently lower annual 
profit figure than if the straight-line method had continued in gen- 
eral use with the same rate of growth. To the extent that the new 
Section 167 spurs business to higher levels of investment which lead 
to higher profits, the indirect effects of DB and SYD may be a higher 
profit level in the long run. 

Dividends are pulled in different directions by the depreciation 
changes. The larger amounts of cash generated by DB and SYD 
may reduce pressure to retain earnings in the business, encouraging 
a larger payout of profits. On the other hand, if businesses use DB 
or SYD depreciation in their published financial reports as well as 
in their tax returns, the larger depreciation charges only partially 
offset by lower taxes will lead to lower reported net income, thus 
tending to reduce stockholder demands for larger dividends. Butters’ 
study showed that dividends seem more closely correlated with re- 
ported profits than with profits adjusted for inventory profits or 
losses. This apparent indifference to accounting methods and em- 
phasis on book profits suggests that the lower profits reported by 
firms using DB or SYD depreciation will tend to lower their dividend 
distributions, even though earnings distributed may be a higher 
percentage of the lower book profits.*” 


II. CYCLICAL EFFECTS OF LIBERALIZED DEPRECIATION 


The timing of larger depreciation accruals in the early part of 
asset service lives might aggravate cyclical fluctuations. Since in- 
vestment tends to cluster during the revival and boom stages of a 
cycle, the greater internal generation of cash due to larger deprecia- 
tion charges and resulting lower taxes following after a burst of 
new investment and replacements will facilitate even more invest- 
ment (than with straight-line depreciation). Tax receipts from cor- 
porations and other businesses will tend to be relatively lower dur- 
ing booms and relatively higher during recessions, which is incon- 
sistent with compensatory fiscal policy.** And if tax rates are raised 
during a boom, plant and equipment expenditures will be even more 
attractive with DB and SYD as the period of larger depreciation 
write-offs will tend to coincide with the period of high tax rates. This 


32. J. Keith Butters, Effects of Taxation: Inventory Accounting and Policies (Bos- 
ton: Division of Research, Graduate School of Business Administration, Harvard Uni- 
versity), pp. 108-14. Cited by Brown, op. cit., pp. 86-87. Cash may be conserved for 
corporate use not only by lower taxes but also by lower dividends. 


33. D. T. Smith, “The Philosophy of Tax Policy,” 1953 Proceedings, National Tax 
Association, pp. 540, 545. 
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will tend to aggravate booms. On the other hand, reported profits will 
tend to be lower during booms and higher during downswings, with 
a favorable contracyclical psychological effect. 

If a downswing starts and investment declines, the subsequent 
drop in DB and SYD depreciation deductions and the resulting 
higher profits would mean higher taxable profits during a recession 
than would be true with straight-line depreciation. If tax rates are 
not affected, the larger tax payments resulting from higher profits 
will create a larger cash drain, which might not only make more 
difficult the financing of new capital investment but might even spur 
liquidation of inventories and receivables. But lack of cash does not 
seem to have been a major factor restraining investment during the 
early 1930’s. Funds obtained then from liquidating receivables, in- 
ventories, and fixed assets were largely used to reduce indebtedness 
and pay dividends in excess of current net income.** 

Britain, Canada, and Sweden found it necessary under inflationary 
conditions to dampen the incentive liberalized depreciation offers 
to investment, either by suspension or restriction.** The United 
States may want to flex this incentive by restraining it during booms 
and sweetening it during recessions. But this should be only prospec- 
tive, not retroactive, or the fear of future restraint will negate all 
positive incentives this offers at other times. Turning on and off the 
spigot of liberalized depreciation on current investment does not 
lend itself to easy adjustments. Since it has a major impact on the 
durable producers goods industry, however, countercyclical changes 
granting DB or SYD depreciation to current installations would 
focus its effect on a sector that has suffered heavily in past de- 
pressions. 

The timing of the 1954 depreciation changes was consistent with 
the then current cyclical situation. GNP had declined from a $369.9 
billion annual rate in the second quarter of 1953 to a $355.8 billion 
rate in the first quarter of 1954; gross private domestic investment 
had also declined from $55.9 billion to $44.5 over the same period. 
The immediate incentive effect of the 1954 changes actually was 
dampened, however, by the continuing large investments certified 
for the more attractive accelerated amortization. 

Although the 1954 depreciation changes were consistent with an 
anti-recession program, they are aimed primarily at promoting sec- 


34. F. A. Lutz, Corporate Cash Balances, 1914-43 (New York: National Bureau of 
Economic Research, 1945). 


35. Richard E. Slitor, “Liberalization of Depreciation,’ 1953 Proceedings, National 
Tax Association, pp. 472-73. 
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ular growth. If variations in depreciation deductions are to play a 
stabilizing role in future cycles, further depreciation changes would 
be necessary. Also, it may be noted, tightening depreciation deduc- 
tions seems more effective in restraining an investment boom by 
increasing prospective taxes than more liberal depreciation would 
be in promoting investment during a recession when profit expecta- 
tions are poor and taxes are less significant. 


IIl. SAVING 


The 1954 depreciation revisions will increase gross private saving 
in the form of business depreciation charges. Business depreciation 
charges in recent years have been the largest single item in gross 
private saving, accounting in 1953 for $24.2 billion out of $55.1 bil- 
lion, with personal saving of $20 billion and undistributed corporate 
profits of $8.9 billion the other major sources.*® The new deprecia- 
tion methods will tend to accelerate the growth of this source and of 
total saving.* 

These expected results raise two major questions, both beyond 
the scope of this paper. (1) Do the long-run prospects of the Amer- 
ican economy indicate the need to encourage more savings? Does it 
seem likely that a shortage of saving will restrain economic growth 
below the level desired by our free economy, consistent with national 
security? Will encouragement to saving aggravate the possible 
cyclical and secular problems of saving exceeding investment? If gov- 
ernment expenditures are unaffected while more liberal depreciation 
policies cause receipts to decline, the additional saving by business 
may only offset resulting larger government deficits. In this case 
there would be no real problem of the depreciation changes con- 
tributing to possibly excessive saving. (2) Assuming the desirability 
of further encouragement to saving, should this take the form of 
promoting larger internal saving by business, especially corpora- 
tions? This raises many problems, among others corporate democ- 


36. 1954 National Income Supplement to the Survey of Current Business, pp. 
164-65. 


37. Terborgh suggests that the recent trend toward liberalized depreciation in many 
countries has aimed at financing a growing accumulation of capital equipment in the 
face of corporate and personal tax levels which threaten to reduce savings below the 
needed volume. He writes: “Since it has not been deemed politically feasible to in- 
crease saving from tax-paid income through a reduction of tax rates (especially the 
rates on corporate and upper-bracket personal incomes, from which most of the added 
saving would come), the obvious course has been to increase tax-free sources of capi- 
tal funds, chief of which is depreciation allowances” (op. cit., p. 7). 
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racy, industrial concentration, and allocation of resources according 
to the test of the market place.** 


FiscaL EFFeEcts 


Larger revenue losses are expected from the depreciation changes 
than from any other 1954 revision. Limiting application of DB and 
SYD to assets with a useful life of three years or more first used 
after 1953 gains the maximum incentive effect with the minimum 
short-run revenue loss, though denying similar treatment to the 
approximately $290 billion of depreciable assets in use in 1953. 
Depending on rates of retirement and of new installations, it will be 
about 1960 before most capital assets will be eligible for DB and 
SYD depreciation and well into the next century before all the pre- 
1954 assets, usually depreciated by the straight-line method, are 
finally removed from the depreciation base. 

The staff of the Joint Committee on Internal Revenue Taxation 
estimates the new depreciation alternatives will lose $364 million of 
fiscal 1955 revenue, increasing gradually to more than $2 billion in 
fiscal 1960, the loss declining thereafter until the old and new 
methods give identical results after 1969. The revenue loss totals $19 
billion over fiscal years 1955-69. This estimate is based on three 
assumptions: (1) the 1953 level of $31.7 billion annual expenditures 
for producers’ durable goods will continue; (2) tax rates remain at 
their 1954 level; (3) all eligible assets are depreciated for tax pur- 
poses by the DB method or by any method which provides com- 
parable acceleration.*® 

The assumption that capital replacements and additions will con- 
tinue at the 1953 rate probably understates substantially the volume 
of assets to which the liberalized depreciation methods may apply. 
Historically, capital expenditures in constant dollars have grown at 
a compound rate of 3 per cent per annum, viewed either directly or 
as a proportion of an expanding gross national product.** 

38. The 1954 changes on taxation of dividends may increase pressure for greater 
distribution of earnings, partially offsetting promotion of internal corporate saving 
through 1954 liberalized depreciation. 

39. Excluding new assets with useful lives of less than three years prevents assets 


with a two-year life with a 50 per cent straight-line depreciation rate from being com- 
pletely written off in one year under DB. 

40. Congressional Record (July 28, 1954), pp. 11, 759-60; 83d Congress, 2d Ses- 
sion, House Committee on Ways and Means, House Report No. 1337, Internal Reve- 
nue Code of 1954, Minority Views, p. B13. Senator Morse placed the revenue loss at 
closer to $40 billion, and set $19 billion as the minimum revenue loss over fiscal 1955 
to 1972. Congressional Record (July 29, 1954), p. 11, 942. 

41. Terborgh, op. cit., p. 88; Evsey Domar, “The Case for Accelerated Depreci- 
ation,” Quarterly Journal of Economics (November, 1953), p. 497. 
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Table 2 indicates the direct effects on government revenue if real 
investment continues to grow at 3 per cent compounded annually 
when DB or SYD are used instead of straight-line depreciation, 
Thirty billion dollars is assumed for 1954 acquisitions of depreciable 
assets, a round figure approximately 95 per cent of actual 1953 in- 
vestment and an apparently normal basis from which to project 


TABLE 2 


DEPRECIATION CHARGES AND DIRECT TREASURY REVENUE LOSS ON POST-1953 
PLANT AND EQUIPMENT INSTALLATIONS, COMPARING DB, SYD, 
AND STRAIGHT-LINE DEPRECIATION 


(In billions of dollars) 


PLANT AND ANNUAL EXCESS OVER Direct Rev- 
EQUIPMENT DEPRECIATION STRAIGHT-LINE ENUE Loss 
INSTALLA- Straight- 

YEAR TIONS DB SYD Line DB SYD DB SYD 
1954 30.0 3.0 2.9 1.$ ‘5 1.4 0.8 7 
1955 ; 30.9 5.8 5.7 3.0 27 2.6 1.4 1.3 
1956 31.8 8.4 8.4 4.6 3.8 3.8 1.9 1.9 
1957 32.8 10.8 11.1 6.3 4.6 4.8 2.3 2.4 
1958 33.8 13.1 13.7 8.0 ie $.7 2.6 2.9 
1959 34.8 5.3 16.3 9.7 5.6 6.5 2.8 3.3 
1960 35.8 17.3 18.7 11.5 5.8 Ye 2.9 3.6 
1961 36.9 19.3 21.2 13.3 5.9 7.8 3.0 3.9 
1962 38.0 21.2 23.5 15.2 5.9 8.3 3.0 4.1 
1963 39.1 23.0 25.8 17.2 5.8 8.6 2.9 4.3 
1964 40.3 24.7 27.9 19.2 5.5 8.7 4.4 
1965 41.5 26.5 30.0 21.3 a.2 8.8 2.6 4.4 
1966 42.8 28.3 32.1 23.4 4.9 8.7 2.5 4.3 
1967 44.1 30.2 34.1 25.6 4.6 8.4 2.3 4.2 
1968 45.4 ae.2 35.9 27.9 4.3 8.0 + 4.0 
1969 46.7 34.2 ce 30.2 4.0 7.5 2.0 ay 
1970 48.1 36.3 39.4 32.6 3.6 6.8 1.8 3.4 
1971 49.6 38.4 41.0 35.1 3.3 5.9 1.6 3.0 
1972 me 40.6 42.6 37.7 2.9 4.9 P, 2.4 
1973.. 52.6 42.9 44.0 40.3 2.6 3.7 3.2 1.8 

Cumulative 806.1 471.5 511.9 383.8 87.6 128.1 43.8 64.0 


At the end of 1973: 


Plant and equipment (1954-73 installations only) cost: $806 billion 
Reserve for depreciation: 


DB with switch to straight-line. . 471 billion (58.5% of cost) 
SYD sesciet oe 512 billion (63.5% of cost) 
Straight-line ag 384 billion (47.6% of cost) 


For assumptions and alternative methods, see below: 

Assumptions: 3 per cent annual growth compounded, assets have 20-year life, no net sal- 
vage value, straight-line depreciation rate 5 per cent, DB switching to 
straight-line depreciation after 10 years of depreciating each year’s acquisi- 
tions, each year’s investment occurs on January 1. 

Alternative methods: (1) changing useful life to 163 years, excess of DB over straight-line 
is $77.9 billion by 1973. (2) depreciating plant and equipment 
separately, allowing retirement dispersion, excess of DB over 
straight-line deductions 1954-73 total $86.4 billion (Terborgh, 
op. cit., pp. 160-64). 


NOTE.—Details may not add to totals because of rounding. 
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long-term growth. A 3 per cent annual expansion amounts to $52.6 
billion annually for 1973 and a 1954-73 aggregate of $806 billion, 
compared to $30 billion annually and a $600 billion aggregate if the 
assumed 1954 investment level continues. This increases the total 
revenue loss to approximately $40 billion over the next two decades, 
compared with the $19 billion revenue loss estimated by the Com- 
mittee staff based on capital expenditures continuing at the 1953 
rate.* 

The second assumption of unchanged tax rates depends on inter- 
national tensions and American policies and politics. Table 2 is based 
on a 50 per cent effective rate, slightly higher than the 1954 average 
corporate rate. Approximately one-fifth of depreciable assets instal- 
lations are made by non-corporate business; the 50 per cent rate 
with its advantage of arithmetic simplicity overstates the average 
rate for non-corporate businesses. If the cold war does not get hot- 
ter, it seems likely that tax rates will not be increased and may be 
reduced slowly. With a 50 per cent rate used in Table 2, the reader 
can easily compute the revenue loss for his own forecast of tax rates. 

The third assumption that the new depreciation methods will apply 
to all eligible assets probably overstates the popularity of the new 
methods. Earlier sections of this paper indicate that DB or SYD 
depreciation is advantageous for practically every business. The 
only exceptions are: (1) those firms which anticipate no taxable net 
income even after averaging over the two-year carryback and five- 
year carryforward during the years when DB gives a higher deduc- 
tion; (2) utilities and railroads, dependent on how different depre- 
ciation methods are treated by their regulatory commissions; and 
(3) facilities on which the more liberal five-year tax amortization is 
permitted.** 


42. These figures from Table 2 are based on the simplifying assumption that each 
year’s investment occurs on January 1 and is depreciable for the full year. If the 
Table 2 data were lagged one-half year, they would be more realistic and more closely 
comparable with the Committee estimates. The revenue loss and the difference in de- 
preciation deductions are significantly overstated only in the first few years. The 
Fea Committee estimates, however, did not take account of liberalizing Senate 
changes. 


43. Utilities including railroads accounted for 24.8 per cent of corporate depreci- 
ation deductions in 1952; the depreciation methods they elect will be significant in 
determining the quantitative effects (Corporation Income Tax Returns for 1952, pp. 
6, 9). By January, 1955, three state commissions—Michigan, Indiana, and Maine— 
had approved utilities’ requests to use SYD or DB depreciation for tax purposes but 
straight-line depreciation for rate-making. If other commissions follow, this will be 
favorable to widespread adoption of the new methods by the utility industry. 

About $18 billion of facilities covered by certificates of necessity were scheduled for 
completion during and after 1954; probably $12 billion of this may be amortized for 
tax purposes over a five-year period. The rate of granting new certificates has declined. 
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Some firms, due to inertia or the problem involved in keeping 
additional accounting records in order to permit a switch to the 
straight-line method and to gain tax recognition of retirement losses, 
may continue straight-line depreciation. Inertia is most likely in 
small companies without specialized tax and accounting departments, 
even though these companies would benefit most by electing more 
liberal depreciation.** But smaller companies are of only limited 
importance for depreciation; in 1951, for instance, the 92.8 per cent 
of corporations with assets of $1 million or less accounted for only 
23.6 per cent of corporate depreciation charges and only 15.1 per 
cent of reserves for depreciation and depletion.*® Two surveys cover- 
ing over three hundred industrial companies indicate that a clear 
majority of those which have decided are electing the new deprecia- 
tion methods, with SYD more popular than DB.** Most respondents 
also reported that the new depreciation methods will have a “slight” 
or “not material” influence on the amount of capital expenditures. 

Under these assumptions, the Treasury will have a direct revenue 
loss of approximately $44 billion with DB or $64 billion with SYD 
depreciation over the next twenty years, averaging $2 to $3 billion a 
year. If the owners of only two-thirds of the eligible assets by dollar 
volume elect the more liberal depreciation methods, the revenue loss 
would approximate $30 to $43 billion over twenty years. This is in 
no sense a precise forecast, merely a calculation that the 1954 depre- 
ciation changes based on the foregoing assumptions would involve a 
large and continuing revenue loss. 

To the extent that the liberalized depreciation incentive leads to 
more investment than would otherwise have taken place, this will 
tend directly through increased profits and indirectly through the 
multiplier to a broader tax base and more tax receipts. These addi- 
tional receipts would be offsets to the direct loss discussed above, 
and thus the net revenue loss would be smaller and possibly con- 
verted to a net gain.*’ There is no accurate way to estimate the addi- 
tional investment which will result from more liberal treatment of 

= 83d Congress, 2d Session, Senate, Committee on Finance, Report #1622 (1954), 
p. 26. 

45. Corporation Income Tax Returns for 1951, p. 41. 


46. The Conference Board, Business Record (February, 1955), pp. 70-75; Mill and 
Factory (November, 1954), pp. 73-74. 


47. Marion Folsom, Undersecretary of the Treasury, expressed this view: “In the 
long run, some liberalization (in the timing of depreciation deductions) . . . will in- 
crease total investment, the national income, and, incidentally, total tax revenues at 
any given level of tax rates.” Speech before National Industrial Conference Board, 
April 16, 1953. 
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depreciation. It would also be useful to see if a smaller revenue loss 
from an alternative tax change, such as a cut in personal income tax 
rates, could achieve the same increment in income and in rate of 
growth expected from the depreciation change. 

One possible procedure is to assume that the tax saving from the 
changed timing of the depreciation write-off is used to finance addi- 
tional investment. On this basis, with several other assumptions, the 
indirect tax gain would be larger than the direct tax loss beginning 
in 1968, and the gain in revenue would grow in future years.** 

An alternative might assume that liberalized depreciation sparked 
a 4 per cent future annual growth of investment compared with a 
3 per cent growth projected with straight-line depreciation. A 4 per 
cent annual investment expansion makes 1973 investment $63.2 bil- 
lion against $52.6 billion with 3 per cent growth, and total invest- 
ment $893 billion instead of $802 billion during the next twenty 
years. Additional profit on the increment of investment would be a 
direct offset against the larger depreciation expense in computing 
business taxes, and the additional business and personal income 
generated by the successive annual increments of investment would 
be an additional source of tax revenue. If the corporate tax rate is 
assumed at three times the rate applicable to other marginal income 
(say 50 per cent against 17 per cent), the multiplier is 2 and corpo- 
rate profits are 10 per cent on investment, then the annual indirect 
tax gain would exceed the direct tax loss beginning in 1961 and 
would mean a net revenue gain over the next twenty years. 

The anticipated revenue loss raises the prospect of some combina- 
tion of larger deficits (or smaller surpluses), higher corporate tax 
rates, heavier reliance on other taxes, and reduced government ex- 
penditures. All of these raise serious questions as to their effect on 
the federal budget and the budget’s impact on the economy, which 
are beyond the scope of this paper. 

A redefinition of taxable income allowing the taxpayer more 
lenient deductions for particular expenditures, such as depreciation, 
has great attraction for the taxpayers who benefit, but clearly nar- 
rows the general tax base. As this redefinition continues for cash 
dividends, medical expense, depletion, child-care expense, etc., the 

48. This borrows Terborgh’s method and assumptions, applying them to Table 3 
data. A direct revenue loss equal to 60 per cent of the additional depreciation (ex- 
pecting a 25 per cent decline in dividends to result from higher expenses), additional 
capital investment of 70 per cent of greater depreciation, 10 per cent profits before 
taxes on the new investment, and 60 per cent effective tax on the additional earnings, 


including higher dividends equal to half the corporate after tax income, are the major 
assumptions (Terborgh, op. cit., pp. 166—67). 
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important question is how far such changes can go before higher 
rates on the remaining taxable income are more disadvantageous 
than the improved quality and incentive resulting from more liberal 
exclusions. 

SUMMARY 


The new depreciation provisions substantially liberalize the tim- 
ing of depreciation expenses for computing taxable income. Both 
DB and SYD depreciation (compared with straight-line) will gen- 
erate more internal funds via tax saving from the acceleration of 
about two-thirds of depreciation charges into the first half of service 
life. This faster cash recovery shortens the payout period and reduces 
risk on investment. Also the rate of return is increased by election 
of the new depreciation methods. An important subsidiary effect is 
the greater protection against inflation provided by the larger early 
recovery of cost. Other changes make depreciation allowable for tax 
purposes more certain, tending to reduce controversy and facilitate 
investment calculations. 

The tax saving is temporary for any particular asset, but perma- 
nent for the particular business if there is a steady stream of new 
depreciable assets. The amount of cash saved for business and di- 
rectly lost to the Treasury is estimated variously from $19 billion to 
over $60 billion during the next twenty years, depending on tax rates, 
the level of investment, and the depreciation methods elected. These 
amounts can either substitute for other sources of funds—retained 
earnings, new security issues, bank loans, etc.—or finance additional 
investment. 

The intent of Section 167 is to encourage investment, in the belief 
that high and expanding investment is the best means to achieve full 
employment and prosperity in the short run and economic growth 
necessary for both a rising standard of living and a greater produc- 
tive capacity in the long run.*® The tax changes tailored to allow 
more liberal depreciation deductions will probably promote a larger 
volume of investment in plant and producers’ durable goods than a 
cut in corporate tax rates with the same revenue loss." A cut in rates 


49. Some prefer increased consumption or larger government expenditures over ad- 
ditional private investment as the best path to optimum resource allocation, full em- 
ployment, and/or economic growth. See, for example, statements of J. K. Galbraith 
and H. M. Groves, 84th Congress, 1st Session, Hearings before the Joint Committee 
on the Economic Report, January 1955 Economic Report of the President, pp. 328, 
391. 


50. Richard Goode, “Corporation Income Tax in a Depression,” p. 27, a paper 
prepared for Conference on Policies to Combat Depression of Universities—National 
Bureau Committee for Economic Research (1953). 
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might encourage business to increase inventories and receivables, 
repay debt, etc., as well as expand and modernize plant and equip- 
ment. 

Experience under the 1954 Code, especially the depreciation sec- 
tions, will be an important test whether selective tax changes can 
stimulate investment to the extent needed to maintain a prosperous, 
expanding economy. Businessmen have been asking for lower taxes 
in order to undertake more investment. The new code selects invest- 
ment in plant and equipment for more lenient tax treatment, chal- 
lenging business to react with a higher level of investment. 

This paper has not attempted any evaluation of the desirability of 
generating more funds internally with possible effects on corporate 
concentration, corporate democracy, and the allocation of resources. 
Nor has there been any discussion of the desirability of encouraging 
investment as against consumption or of redefining taxable income 
in order to narrow the tax base. These are broad problems which the 
recent depreciation changes did not create and will not end. 








FLORIDA CITY DEBT—A CASE STUDY* 


Wy.ie KILPATRICK 


University of Florida 


FLORIDA CITY DEBT was a familiar subject in governmental circles 
two decades ago when municipal bankruptcy directed congressional 
attention to debt composition by the judiciary. Twenty years there- 
after is a desirable time for stock-taking by a case study that em- 
bodies so many of the fiscal problems found elsewhere to a varying 
degree. Florida affords an excellent laboratory because this state 
was notorious during the 1930’s for debt defaults, tax delinquency, 
and unbalanced budgets. By 1952, Florida’s local governments were 
in the clear by the almost complete cure of defaults. Only four small 
cities continued in default, while defaults in eight school districts 
persisted only for small sums. Although the counties were free of de- 
faults, the emergence of a new (and now cured) default by the 
Ferdandina Port Authority shows that maladministration, as well as 
economic declines, can induce defaults. 


Dest CHANGES AND WEIGHT 


The cure of virtually all defaults is not so important as that so 
many defaults persisted for so long. On the credit side was the useful 
invoking of federal court bankruptcy proceedings to compose a num- 
ber of unpaid obligations; and without invoking these proceedings, 
many local units refunded their obligations. Refunding arranged for 
ultimate debt payment, but at times resulted in abuses by extending 
debt repayment too far into the future. By 1951, the average terms 
of all Florida city bonds, equaling twenty-five years and seven 
months for general obligations and of thirty-four years and six 
months for utility obligations, were neither excessively long nor un- 
usually short. The commendable swing toward the serial type of re- 
tirement was so pronounced that only 15.5 per cent of all city debt 
in 1951 was in the form of sinking-fund or term bonds. This volun- 
tary use of serial bonds without state compulsion illustrated the 
efforts of many individual cities to handle progressively their in- 
herited and new aspects of capital financing. 


* This article is based on the author’s detailed monograph, Revenue and Debt of 
Florida Municipalities and Overlying Governments (Bureau of Economic and Busi- 
ness Research, University of Florida, 1953). 
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The inherited problems stemmed from a local debt heavier as a 
percentage of income payments in Florida than in any other state 
during the past quarter of a century. The new problems grew out of 
a population increase that percentagewise was larger in Florida than 
in any other state between 1930 and 1950. Despite the new capital 
improvements required by the soaring population, the economic 
alleviation of debt loads resulted from this population growth and 
from the accompanying rise of income payments per capita to higher 
levels. Consequently, the amount of Florida city debt grew from 
$263 million in 1931 to $320 million in 1951, while debt per capita 
dropped from $283 to $186, and the debt-to-income ratio shrank 
even further—from 35.8 per cent to 9.5 per cent. Relative to the 
United States average, however, Florida city debt was substantially 
heavier in both years. 


TABLE 1 


COMPARATIVE CITY DEBT IN FLORIDA AND UNITED STATES 
1931, 1942, and 1951 


PERCENTAGE CHANGE 


City DEBT AS A OF FLoripa City 
FLORIDA City Dest PERCENTAGE OF Dest From 1931 1N— 
City Dest Per CAPITA INcOME PAYMENTS Per 
YEAR (Millions) Florida U.S. Florida U.S. Amount Capita 
1931.... . $262.8 $283 $126 35.8 18.3 ee eee 
= 206.8 159 111 14.0 8.0 —21.3 —43.8 
1951. . -- aa 186 122 9.5 5.4 21.9 — 34.3 


An increasing population and an enlarged income, therefore, can 
markedly reduce debt loads. Yet debt competes with other increasing 
functional claims for a share of the public budget; and public and 
private segments each compete for shares of the product of the 
economy. Accordingly, seemingly lighter debt loads often continue 
to be heavy when added to the shares of competitors. However, 105 
small cities of Florida’s 300 municipalities were debt free in 1951 
when the debts of 57 more were moderate. Generalizations regarding 
the weight of debt, consequently, must be recast to fit widely differ- 
ent kinds of cities. 

A reason contributing to the relatively heavy debt loads of Florida 
cities has been the state’s typical disregard of city problems. Even 
worse, the granting of homestead property tax exemption on assessed 
valuations of $5,000 (often resulting in an effective exemption two 
or three times higher by reason of low-level assessments) has peri- 
lously whittled down the property tax base, making more difficult 
both debt retirement and new capital financing. The state fails to 
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modernize legal regulations of city debt incurrence and retirement; 
and the many special city charters, although more than a few contain 
sane debt regulations, fall into an irregular pattern. The virtual cure 
of defaults, which once characterized financial illness, leaves the less 
spectacular evidence that, although an increasing population and 
higher income levels reduce old fiscal burdens, at the same time they 
create new financing needs that are not met by prosperity alone. 

Florida, however, can awaken to other local debt problems when 
a crisis induces action. In 1930 the State Board of Administration 
began to administer, on behalf of counties, the debt service of $161 
million of defaulted county highway bonds. Funds for servicing this 
debt, although derived at first in part from property taxes, have for 
many years come solely from the proceeds of two cents of the state 
gasoline tax. By 1953, the old debt had been reduced to $58 million. 
So large has been the yield of this constitutionally guaranteed rev- 
enue that surpluses unnecessary to service the old debt have been 
available to service $83 million of new highway bonds that, although 
state obligations, benefit the counties in which the roads and bridges 
are located. A postwar crisis in school facilities led in 1947 to state 
aid to school capital outlay and debt service, at the rate of $400 per 
instructional unit, and in 1952 to a constitutional amendment au- 
thorizing the reservation of a share of state motor vehical licenses to 
service $100 million of state bonds now being issued to help in financ- 
ing county school construction. The remedy for both the highway 
and school crises, it should be noted, was to widen the revenue base 
for servicing debt by sharing state revenue for local purposes. 


CHARACTER OF City Dest LIABILITY 


Widening of revenue sources is also the approach to pay, without 
fiscal strain, for city capital improvements. One index to revenue for 
debt service is the character of legal liability of city bonds in point- 
ing to sources of debt retirement. Approximately one-half of Florida’s 
long-term city debt in 1951 consisted of general obligations payable 
from property taxes or other sources; 42 per cent was composed of 
non-guaranteed revenue bonds, payable solely from specified sources 
without recourse to the property tax; and 7 per cent was for general 
obligations pledging also specific revenues. Aside from the use of 
utility revenue bonds, the significant development has been in the 
pledging of specified non-property taxes and fees for bonds to pay 
for streets, sewers, and other general functional improvements. Out- 
standing in 1951 were $50 million of general-purpose bonds payable 
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from service fees, the utility tax, and other non-property tax sources. 
Over $31 million of this total were bonds payable from service fees 
for sewage disposal, hospitals, parking areas, golf courses, and other 
general purposes. Next in size were $13.2 million of bonds serviced 
from the utility tax for streets, sewers, and other general purposes. 
The remaining bonds, amounting to less than $6 million, were pay- 
able from special assessments, cigarette taxes, and miscellaneous 
sources. 

In practice, the difference between general obligations and revenue 
bonds is that the former must jump the high hurdle of referendum 
approval by real-property owners (freeholders), while the latter re- 
quires no referendum approval and needs only judicial sanction that 
the obligations can legally be denominated as revenue bonds or cer- 
tificates. The Florida courts have liberally sanctioned revenue bonds, 
provided that they are serviced from non-property tax revenues. 
Following frequent judicial validation of revenue certificates serviced 
from city taxes on utility receipts, the Florida Supreme Court has 
approved revenue certificates pledging the city-levied and state- 
administered cigarette tax. To hold that revenue bonds serviced from 
excises, as well as from service fees for sewers, recreation, and park- 
ing, cast no burden on the property tax is something of a legal fiction 
since these bonds deplete general revenue that otherwise would be 
free for the general purposes usually paid from property taxes. 

Both city and judicial officials are caught in a tangle when the 
original concept of the revenue bond—an obligation secured by the 
net income of the facility acquired from the loan proceeds—is ex- 
tended step by step to include obligations payable from general 
service fees and especially excise taxes. This tangle is illustrated by 
two contradictory decisions of the Florida Supreme Court in 1953. 
One ruling invalidated Miami’s pledge of city fine and forfeiture 
funds to construct a city stockade. Thus, the Court forbade the pledge 
of general revenue from the police power for revenue bonds. The 
second ruling upheld Jacksonville’s revenue bonds payable from the 
net revenue of an off-street parking facility and the gross revenue 
from on-street parking. Notwithstanding Jacksonville’s disclaimer of 
general-fund liability, the city promised to use general funds to com- 
plete the parking lot, which was privately leased under the police 
power, and to operate parking meters, the gross income of which was 
pledged to the certificates. 

The Florida courts have shown not so much laxity as a perplexed 
effort to read interpretations, at once legal and businesslike, into debt 
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administration. Building rentals that in fact are derived from gen- 
eral appropriations have been approved as a businesslike pledge for 
revenue loads and disapproved when the disguise of unbusinesslike 
methods was transparent for an unnecessary Volusia County School 
Building Authority. These unlike decisions point to the need of re- 
defining all classes of debt liability in order to avoid legal fiction and 
to accord with economic fact. 

City debt liability could be redefined so as to authorize bonds for 
general purposes, not only in the form of full faith and credit obliga- 
tions payable from property taxes and other sources, but also in the 
form of limited-liability bonds payable solely from non-property tax 
sources. By legitimizing general-purpose bonds payable from non- 
property tax revenue, the misuse of revenue bonds for general pur- 
poses would be ended. Aside from limited-liability bonds, full faith 
and credit bonds can be paid more often from non-property tax 
sources but carry the contingent liability of the city to pay in event 
the pledged revenue proves insufficient to service the debt. A city, 
then, could turn to one of several types of obligations for general 
functions without resort to revenue bonds. Only utility bonds—or at 
most, bonds payable by service charges for self-sustaining func- 
tions—would be in the form of revenue certificates. The fair spread 
of debt liability between property tax and non-property tax revenues 
accords with the desirable shift by Florida cities away from property 
to other sources. Yet this spread should not be secured by twisting 
revenue bonds out of recognition and thereby jeopardizing their 
necessary role. 

REGULATION OF City DEBT 


An accompanying remedy to avoid legal fiction and to accord with 
economic fact would be to recast the bond referendum procedure. At 
present, only real property owners vote and vote only on general 
obligation bonds. In operation, the present referendum does not 
block the relatively few general-purpose issues that get on the ballot 
as often as it induces the substitution of revenue bonds for general 
obligations. At the time that approval of property owners was insti- 
tuted in 1930, a plausible case could be made for limiting voting to 
property owners because the property tax was by far the predomi- 
nant source of city revenue. The growing use of other sources means 
that all electors should be eligible to vote in bond elections if all 
those affected by borrowing are to voice their views. Indeed, the bond 
election in which all qualified electors could vote might well be a 
prerequisite for revenue bonds as well as for general obligations. As 
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a result of the overpricing by cities of utility services, as well as their 
pledging of non-property tax sources, revenue bonds often affect more 
taxpayers than the limited number of property owners who alone now 
vote on general obligations. Impartial requirement of a referendum 
for all types of bond issues would help prevent the distortion of 
revenue bonds and would facilitate financing by full faith and credit 
bonds payable from non-property tax revenue to which a contingent 
city guaranty is added. 

The traditional debt limit of American cities, prohibiting the issu- 
ance of general bonds beyond a specified percentage of assessed valu- 
ation, is even more useless in Florida than elsewhere—and this is a 
high degree of unworkability. Of the 120 Florida cities reporting on 
this regulation, 70 were free of limits and the other 50 were subject 
to widely varying limitations. Moreover, variability in limitation, 
resulting from the relation of the limit to assessed values, is empha- 
sized by the absence of a state tax commission to equalize assessed 
valuations in this state. 

Instead of attempting to extend the discredited debt limits ex- 
pressed as a percentage of assessed valuation, which now are im- 
posed only by a minority of cities, Florida could join state adminis- 
trative supervision with debt limits based on budgetary costs. Al- 
though all cities would be subject to statutory and charter regula- 
tions of debt, this plan would free cities to borrow without state 
administrative control until their debt service became an excessive 
percentage of city revenue and, in turn, revenue became an excessive 
load on local economic resources, as indicated by income payments, 
retail sales, and full valuations of property. After cities exceeded the 
limits under these two tests, their debt incurrence and retirement 
would be subject temporarily to state control until the cities freed 
themselves of control by reducing debts below the limits. 

Earlier debt surveys in various states sought a quick, easy, and 
simple solution of problems by proposing the transfer to a state 
agency of control over all local debt incurrence and retirement. 
Serious problems are not in practice solved so quickly, easily, and 
simply. North Carolina is the one state which has had a long experi- 
ence under state administrative control of all local borrowing. The 
primary control actually exercised is over local debt incurrence and 
retirement in relation to economic capacity and marketability in 
selling bonds. Here the North Carolina Local Government Commis- 
sion has rendered valuable service. American experience shows, 
however, that states usually have little concern with the need or 
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expediency of municipal capital improvements, which must be judged 
locally as phases of community planning. Apt to be obscured in the 
battle of words over “control” is the growing success of extending 
technical advisory assistance to municipalities by state agencies, pro- 
fessional associations, investment counselors, and research organi- 
zations. 

City FuNps For DEBTs AND IMPROVEMENTS 


From the budgetary viewpoint, the weight of debt consists in the 
amount of annual debt service, not the amount of obligations. In 
1950, municipal debt service of $20.5 million represented $9.1 mil- 
lion for interest and $11.4 million for provision for debt retirement 
from revenue. In Table 2, debt service is shown as $21.3 million 


TABLE 2 


SOURCES OF FUNDS FOR CAPITAL PURPOSES 
OF FLORIDA MUNICIPALITIES: 1950 


REVENUE COLLECTED ror Dest SERVICE CapiTAL OUTLAY 
Amount Amount 
Purpose and Source (thousands) Purpose and Source (thousands) 
Total debt service $21 , 287 Total capital outlay..... . $48,210 
General functions. . . ; 15,065 General functions... . . «-. 20,000 
From property taxes 10,356 From borrowings. . . . 15,538 
From other revenue. . 4,709 From revenue.... 10 ,067 
Utility functions 6,222 Utility functions. ..... ; 22,605 
From utility earnings 5,936 From borrowings. .. . . 16,999 
From other revenue... 286 From revenue............ 5,606 


on the basis of revenue collected for debt purposes. That the 
money raised was nearly $1 million in excess of debt service require- 
ments is reassuring, especially when the extra money could be used 
to accelerate debt retirement. On the basis of actual expenditure, the 
utility debt service of $6.3 million was paid almost entirely from 
current earnings, small amounts being expended from previous 
revenue and unexpended bond balances. 

To the official and taxpayer alike, the main question was the 
sources of funds to pay for the $14.2 million expenditure for general- 
purpose debt. Property taxes furnished a little over two-thirds of 
general-purpose debt service. Supplying an increasing proportion, 
non-property tax sources now furnish over one-third of this cost. 
These sources include utility, cigarette, and other taxes, special 
assessments, service charges for sewerage and other functions, and 
miscellaneous revenue. General debt service was 15 per cent of gen- 
eral revenue in 1950, a state-wide average that was neither high nor 
low. Debt service in individual cities ranged from an absence of this 
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cost to an excessive absorption of revenue rising above 35 per cent. 

The percentage of revenue absorbed by debt service is a prelimi- 
nary test to screen cities by the budgetary weight of their debt. Back 
of budgets are differing economic resources that sustain readily or 
with difficulty not only the debt but also the functional costs. There- 
fore, the weight of total taxes and revenue must be ascertained in 
relation to resources as evidenced by income payments, retail sales, 
and the valuation of taxable property. Since local resources are 
tapped by several governments—city, county, and district—the tests 
of city debt are incomplete until all local debts and budgets of a 
community are summated for relation to economic resources. Yet in 
Florida and elsewhere, a political curtain too often separates local 
governments that are housed merely a few blocks from each other. 

Florida cities in 1950 spent $48.2 million for capital outlay, of 
which 53 per cent was for general purposes and 47 per cent for 
utilities. Borrowings paid for three-fifths of the $25.6 million spent 
for general capital outlay, while various types of revenue paid for 
the remaining two-fifths. Three-fourths of the capital outlay for 
utilities was paid from borrowings. Significantly, current budgets 
paid $25.1 million for general capital purposes—the sum of debt 
service and outlay financed from revenue—as against only $14.4 
million of general outlay paid from borrowings. Basically, the prob- 
lem of financing improvements consists, therefore, of allotting suffi- 
cient revenue to pay for a share of capital outlay, as well as for debt 
service, in conjunction with incurring a reasonable debt to pay for 
the rest of outlay, especially for large programs. To the extent that 
revenue can directly pay for improvements, particularly recurrent 
or small projects, the size of borrowing is decreased. 

Related methods to finance improvements include long-term capi- 
tal budgeting, with which many officials are familiar but often do 
not practice, and creation of capital reserve funds to pay directly for 
improvements or indirectly through debt service for large projects. 
Provision of funds for capital purposes from adequate sources is as 
vital as limitation of debt. To capital reserve funds might accrue a 
share of revenues from one or more new sources and from better 
developed existing sources. Instead of again going through the mo- 
tions of a “paper reform,” like the wartime authorization of postwar 
reserves, Florida or any state could join together revenue and debt 
reforms by revising the revenue system to sustain the actual opera- 
tion of capital reserve funds. To forestall a smoldering crisis, the 
state should devise plans for city capital reserve funds to which both 
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the state and cities should contribute. To state collected funds would 
be added locally matched revenues to create city capital funds that 
would have a threefold use—payment for improvements directly 
from revenue if possible, for debt service on new bonds, and for 
acceleration of retirement of old debt. 

A mere resort to aid from other governments suggests that the 
cities should be “bailed out” by Santa Claus, either at the state 
capitol or Washington, whenever they need money. Instead of 
resurrecting the ghost of WPA, what is needed is state administra- 
tion of taxes that will tap local resources for capital improvement 
funds. At present, in Florida the state-administered city cigarette 
taxes are annually yielding $15 million, some of which pays for im- 
provements and debt service. Florida has succeeded, as few states 
have, in state administration of a city-levied tax—in this case levied 
by nearly 300 cities—instead of state authorization of a “cafeteria” 
of diverse local taxes that add to administrative complexity but not 
much to city revenue. Even when considerable revenue is collected 
by the cities, as from general sales taxes in California, the cities lose 
revenue from difficulties in city tax collection and the state loses 
from multiple administrative systems for the same tax base. 

State administration is desirable, of course, only for taxes suitable 
for collection by large areas and has no reference to licenses and fees 
for which local administration is preferable. Following either state 
or local levy, any state could administer selected consumption taxes 
—general sales, utility receipts, liquor, tobacco, and other types— 
that are administratively difficult for cities to collect efficiently. A 
modification of this plan would be the distribution to cities on a per 
capita basis of the proceeds of a state consumption tax collected 
within urban areas. The per capita basis could either be uniform for 
all cities or varied by population-size class of cities. New York 
State’s publicized per capita grants to cities are unfortunately frozen 
into stationary annual payments that could be adjusted to revenue 
yields or to expenditure requirements. 

An aspect of this plan apt to be overlooked is that cities could, 
under state administration of taxes on urban resources, carry through 
improvement financing from revenue when individually the cities 
must resort more often to borrowing. Use of revenue for improve- 
ment is narrowed, especially for large projects, when the individual 
city turns to taxes that are difficult to administer locally. By broad- 
ening the tax base from one to many cities, the state’s resources are 
mobilized to assure recurrent revenue for improvements. The reason 
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why state highway debt has grown so moderately, with many states 
having no highway debt, has been the payment of highway costs 
from growing and recurrent gasoline taxes and motor fees supple- 
mented by federal aid. Similarly, county highway debt is much 
less than it would have been in the absence of state sharing of motor 
vehicle revenue with counties. Accordingly, the base for municipal 
capital financing would be broadened by recurring state and local 
revenue available for direct spending on improvements or for debt 
service. 
TotaLt LocaL GOVERNMENT DEBT 


Why examine debts of all local governments, including munici- 
palities, counties, school districts, and special districts? These debts 
often are borne by the same people of local economic and social areas 


TABLE 3 


DEBT AND REVENUE OF FLORIDA LOCAL GOVERNMENTSs: 1950 
(in millions of dollars) 


GENERAL REVENUE 


Gross Fiscal Aid for— 

GENERAL Debt 
AND and Current Other 
TYPE OF UTILITY Dest SERVICE Capital Opera- Property Locally 
GOVERNMENT Dest* General Utility Total Outlay tion Tax Paid 
State total $583.5 $35.1 $8.5 254.6 $16.5 $54.7 $116.7 $66.7 
Municipal 320.3 14.2 6.3 95.5 nich 1.1 41.7 52.7 
County general 31.6 2.0 9 sae 5.5 30.5 12.1 
County roadst.... 120.3 10.5 ; 10.6 Pe: ~ aaeken®  Saceake 1 
School. 54.1 6.4 ‘ 95.8 6.0 48.1 40.6 se 
Special district... 57.2 2.0 8.3 4.6 Rp varie 3.9 7 

* Most of municipal debt and parts of other debts are for January 1, 1951. 

t Administered by State Board of Administration on behalf of counties. 


which are served by separately organized governmental units. All 
local debts serviced from the property tax, regardless of which gov- 
ernment incurred the debt, must be summated to learn the total debt 
resting upon the same property. Non-property taxes, whether utility 
charges or other revenue, often cut across municipal boundaries so 
that county aggregates of local revenue best reveal the sources for 
servicing local debt. Likewise, state aid to schools and counties may 
so change local tax loads that the taxes of residents in Florida cities— 
which receive very minor state aid—are modified by aid to other 
local governments. Table 3 shows not only total local debt and debt 
service but also the general revenue sources that go far to explain the 
ease or difficulty with which debt loads were carried. 

General debt service, as a charge on and a percentage of general 
revenue, varied widely among types of government. Municipal and 
school revenues were approximately the same, but municipal debt 
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service was over twice that of school districts. A high proportion of 
revenue was taken by the debt service of special districts, which as a 
rule are heavy borrowers, while county general debt service was a 
low proportion of county revenue. By definition, the state aid of 
$10.6 million to service county road bonds was, except for the cost 
of administration, used for this purpose. The remaining $6 million 
of state aid for capital purposes was school aid used either for school 
construction or debt service. Thus, the counties and schools bore 
moderate debt loads, aside from the high debts of some units and the 
old road bonds now serviced from the state gas tax. 

Municipalities had the heaviest debt and were unaided by the 
state except for state administration of city cigarette taxes. The most 
state help to municipalities was in the indirect form of state aid of 
$48 million for teachers’ salaries and operation of schools. Used both 
for rural and urban areas, school aid increased the margin of local 
tax capacity that could be used for other purposes. School aid, how- 
ever, is designed not so much to reduce local taxes as to raise educa- 
tional standards for schools that grow more costly with a growing 
population. In consequence, the various types of state aid, while pre- 
venting local taxes from being excessive, have helped selected seg- 
ments of the fiscal system without providing much assistance to city 
current or capital financing. Cities have sought relief, rather, through 
nonproperty tax revenue (taxes on and surplus contributions from 
utilities, cigarette taxes, business licenses, and various service fees). 
The $53 million of nonproperty tax revenue in 1950 was $11 million 
larger than property taxes. 

The jigsaw puzzle of state and local finance, however, does not fit 
together either at the state or local level. Preoccupation with financ- 
ing one segment, such as schools at one time or highways at another 
time, provides a seeming solution for particular segments, while 
other aspects of financing and the fiscal system as a whole continue 
out of balance. Indeed, federal aid to states, as well as state aid to 
localities, is apt to accentuate the unbalance by overemphasizing the 
aided functions and treating other services as ugly ducklings, of 
which the one now squawking the loudest is city capital improve- 
ment. A major challenge at both the local and state levels is the 
tendency to fragmentize government into different types of units, 
funds, quasi-autonomous boards, and functions that are administered 
vertically in two or three interlevel relations. 

Aside from revamping intergovernmental aid by such devices as 
the bloc grant and saner shared taxes, fragmentation invites correction 
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by local planning commissions, representative of all public units in a 
local area, to recommend current and capital financing plans to the 
local units that in the aggregate constitute the community govern- 
ment. Such a plan would be reinforced by the state using the county 
as the area for administering locally shared state taxes or for local 
levies added to state taxes for state collection. Local revenue needs 
are not satisfied alone by new taxes for incorporated areas when 
suburban or fringe areas as well as rural territory should share in 
the proceeds of taxes distributed on a county area basis. 

State governments are well informed of particular segments of 
local finance such as schools and county roads and too badly in- 
formed regarding city finance—aside from a minority of states—to 
diagnose city fiscal ills. As states become better equipped to under- 
take recurrent surveys of their entire state and local fiscal systems, 
the neglected city finance can be diagnosed in perspective, and more 
rational remedies can be worked out for city and other capital financ- 
ing and debt administration that now receives piecemeal treatment 
on a crisis basis. One function of recurrent surveys is to examine the 
role of the suggested state or local consumption taxes in all federal, 
state, and local revenues for which balance can be attained only by 
testing the revenue aggregates of the three governmental levels. In- 
stead of leaving debt out of the intergovernmental analysis, debt 
must be included because the debt problem should be resolved into 
an examination of the adequacy of revenue to finance debt and into 
standards of service and cost of the expenditure paid by borrowings. 


RELATION TO NATIONAL FISCAL Poticy 


Capital financing by states and localities well deserves considera- 
tion in any plans for countercyclical action because their capital out- 
lay normally is much larger than federal outlay aside from that for 
military equipment. The early 1930’s saw a rash of unrealistic plans 
that assumed an elasticity in state and local financing that only the 
federal government possesses. State and local capital projects are de- 
ferrable from prosperous to depression years only to a minor extent 
because improvements typically, though not invariably, run behind 
needs. Indeed, the hope for state and local countercyclical action 
consists in catching up on the outlay lag, which is presently very 
serious in highways, schools, and hospitals. Rigidity of state and 
local financing by reason of debt limits has been mitigated to a 
degree by revenue bonds exempt from limits, but the substitution of 
flexible state administrative supervision for rigid debt limits awaits 
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acceptance until state supervision more realistically accords with 
what can be expected from state administration. 

Widespread accumulation of city reserve funds in prosperity for 
depression use is a chimerical mirage under present-day administra- 
tion despite the frequent building up of small reserves that go un- 
noticed as well as the often noticed practice of corporations in retain- 
ing earnings in reserves for capital improvements. Capital reserve 
funds to be of consequence must have assured and recurring 
revenue, preferably from both state and local sources, to pay either 
for improvements from revenue or to service debt. Either use would 
lessen debt loads in prosperity and free greater borrowing capacity 
for depression use. Federal officials are well aware that local finance 
administration must become more flexible and effective 2s a condi- 
tion precedent to using local finance as an important part of national 
fiscal policy. Conversely, state and local officials justifiably resent 
the conversion of state and local institutions into mere tools for 
fiscal policy. All remedies should seek a basic coincidence between 
countercyclical action and the underlying requirements for local 
financing. 
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THE STRUCTURE OF LOCAL MORTGAGE 
MARKETS AND GOVERNMENT HOUS- 
ING FINANCE PROGRAMS* 


JAMEs GILLIES AND CLAYTON CuRTIS 
University of California, Los Angeles 


I 


ALTHOUGH MANY WRITERS recognize that mortgage markets are local 
in nature,’ until very recently most research in the area has been 
concerned with the hypothetical national market.” This is particular- 
ly true with reference to studies of the impact of government pro- 
grams on real estate markets* in spite of the fact that if markets are 
local in nature the impact of government programs may differ 
markedly from area to area.* It is the purpose of this paper to 
examine the possibility that the extent of the use of Federal Housing 
Administration and Veterans Administration housing finance pro- 
grams in various areas depends upon the structure of local mortgage 
markets. 

Such analysis is now practicable since considerable information on 
local mortgage markets has become available from the Housing and 
Home Finance Agency,® the Federal Reserve System,® the Bureau 

* This project was financed by a grant from the Bureau of Business and Economic 
Research, the University of California at Los Angeles. 


1. See, for example, R. U. Ratcliff, Urban Land Economics (New York: McGraw- 
Hill Book Co., 1949), p. 296. 

2. See R. J. Saulnier, Urban Mortgage Lending, by Life Insurance Companies (New 
York: National Bureau of Economic Research, 1950) and Carl Behrens, Commercial 
Bank Activities in Urban Mortgage Financing (New York: National Bureau of Eco- 
nomic Research, 1952). 

3. M. L. Colean, The Impact of Government on Real Estate Finance in the United 
States (New York: National Bureau of Economic Research, 1950) and L. Grebler, 
The Role of Federal Credit Aids in Residential Construction (New York: National 
Bureau of Economic Research, 1953). 


4. For a noteworthy exception see P. Wendt and D. Rathbun, “The Role of Gov- 
ernment in the San Francisco Bay Area Mortgage Market,” Journal of Finance (De- 
cember, 1951), pp. 383-97. 


5. G. Hurff, W. Kilpatrick, F. Muehlner, and C. Osterbind, Residential Mortgage 
Financing, Jacksonville, Florida (Washington: Housing and Home Finance Agency, 
1952); P. Wendt and D. Rathbun, The San Francisco Bay Area Residential Mortgage 
Market (Washington: Housing and Home Finance Agency, 1951); Residential Mort- 
gage and Construction Financing, Hagerstown, Maryland (College Park: Bureau of 
Business and Economic Research, University of Maryland, 1951). 


6. Federal Reserve Bulletin, June, 1952, p. 634. 
363 








364 The Journal of Finance 


of Labor Statistics,’ and the Census.® This study largely rests on in- 
formation presented in the Census of Housing, 1950, Residential 
Financing, Large Standard Metropolitan Areas, and, unless other- 
wise indicated, reference is solely to this volume. The data in the 
Census are for the twenty-five largest metropolitan areas in the na- 
tion and cover approximately 55 per cent of all the outstanding resi- 
dential mortgage debt in the United States. The Bureau of Labor 
Statistics figures, on the other hand, are for mortgages originated’ 
on new properties during the six-month period July to December, 
1949. The HHFA studies are detailed examinations of specific mar- 
kets covering all or part of the postwar period. For the purpose of 
this paper the structure of the market is defined in terms of the pro- 
portion of residential mortgage debt outstanding in the market held 
by each type of leader. For example, in one area banks might hold 
50 per cent; savings and loan associations, 15 per cent; insurance 
companies, 10 per cent; and individuals and others, 25 per cent; 
whereas in another market banks might hold 5 per cent; savings and 
loan associations, 40 per cent; life insurance companies, 20 per cent; 
and individuals and others, 35 per cent. Since structure is defined in 
terms of mortgages held, the structure of these two markets would 
be quite different. 
II 


The central thesis of this paper is that local mortgage market 
structures determine the impact of government real estate finance 
programs in any specific area. In order for this to be true, the institu- 
tions which operate in local mortgage markets must exhibit a clearly 
delineated set of actions or attitudes with respect to FHA and VA 
lending. 

The loan pattern which characterizes institutional lenders in the 
nation is well known. Life insurance companies with 59.8 per cent 
of their mortgage holdings in FHA or VA loans are, in terms of loans 


7. Bureau of Labor Statistics, Construction (February, 1951), p. 28. 
8. 1950 Census of Housing, Vol. IV, Part 2. 


9. It is possible to receive a vastly cifferent impression of a local market depending 
upon whether consideration is given to mortgages originated or mortgages held. The 
difference is most significant where mortgage companies and real estate firms are im- 
portant lenders, since these firms subsequently dispose of their loans to insurance com- 
panies and/or to the F.N.M.A. Since loans are originated with the intention that they 
will be sold, the real decision as to what type of loans will be made rests with the 
final purchaser and not with the originator. It follows, therefore, that the mortgage 
held figures as presented in the Census give a more accurate picture of market struc- 
ture with respect to the ultimate source of funds for FHA, VA and conventional loans, 
than do figures for mortgage originations. The Census figures refer to all mortgage 
loans held on owner-occupied and rental dwelling units. 
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held, the strongest supporters of the government programs; insured 
commercial banks with 51.4 per cent so invested are next in impor- 
tance; and mutual savings banks with 42.6 per cent and savings and 
loan associations with 29.0 per cent are third and fourth respective- 
ly in the volume of their mortgage debt held in insured or guaran- 
teed mortgages.”° 

The pattern of support of government programs by different lend- 
ing institutions is explained by characteristics of the operations of 
each group. Life insurance companies operate in the mortgage mar- 
ket on a national scale. Through correspondents and branch offices, 
life companies have long engaged in mortgage lending, but with the 
disadvantage in many areas of being at least one step removed from 
the market in which their investments are made.’ Consequently, in- 
sured and guaranteed loans provide insurance companies with pro- 
tection which they previously did not have and also permits them 
to move their funds more expediently throughout the nation. More- 
over, the cost of the money which life insurance companies lend on 
mortgage loans, namely premiums, is sufficiently low to allow insur- 
ance companies to engage profitably in FHA and VA lending. It is 
not surprising, therefore, that life insurance companies have been 
large participators in both the FHA and VA programs. 

The strong support which the commercial banks have given to the 
FHA and VA programs is also understandable.’* The National 
Housing Act of 1934 removed many restrictions on national banks’ 
urban mortgage lending. The insurance provisions and the possibility 
of selling FHA insured and VA guaranteed mortgages to the FNMA 
gave mortgage loans for the first time a degree of liquidity. Because 
of the demand nature of bank liabilities, increased liquidity of mort- 
gages was favorably received. The price of the additional liquidity 
was lower interest earnings, but since the rate paid on time deposits 
by banks is quite low, the differential between the cost of funds and 
earnings was still substantial. The amortization feature of the FHA 
and VA loans also made them more acceptable to banks because of 
the additional flexibility in the use of funds which this type of lend- 
ing provided. 

For precisely the same reasons that insurance companies and 
banks supported the FHA program, savings and loan associations 
opposed it. They are local institutions and are therefore less inter- 


10. Grebler, op. cit., p. 43. These figures are for holdings at the end of the year 1950. 
11. Saulnier, of. cit., pp. 30-34. 


12. See Behrens, op. cit., pp. 17-35, for the relevant statistical information. 
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ested in a freer movement of mortgage funds throughout the nation, 
In addition, the facilities provided to commercial banks merely in- 
creased competition. More importantly, however, savings and loan 
associations have traditionally paid higher dividend rates on share- 
holders’ shares than banks have paid on time deposits, so the differ- 
ential between the cost of money to savings and loan associations and 
the earning on FHA insured mortgages was appreciably narrowed. 
It is not surprising, therefore, that savings and loan associations 
initially were not enthusiastic supporters of the FHA.’* They have, 
however, in the post-World War II period given considerable support 
to the VA home loan program, largely because they believed it to be 
a public obligation to assist veterans in obtaining homes. 

These factors explain the general attitude of lending institutions 
toward FHA-insured and VA-guaranteed lending. If these attitudes 
are not characteristic of local markets, then knowledge of local 
market structures will not be particularly useful in ascertaining the 
extent of the use of government programs in any given area. There- 
fore, from Census information twenty-five local markets are 
examined to see if lending institution operations in local areas are 
reflected by national figures. Since the data used are for major 
metropolitan areas only, it is not known whether or not the conclu- 
sions are applicable to non-metropolitan mortgage markets. 


III 


When commercial banks in local areas are studied to ascertain how 
their patterns of lending compare with the national pattern" it is 


found that in eighteen regions banks held at least 20 per cent of their | 
mortgage portfolios in the form of Federal Housing Administration | 
insured loans and in twelve of them over 30 per cent of the loans | 
they held were FHA insured. In only thirteen of the regions did the | 


banks hold over 20 per cent VA-guaranteed loans and in only seven 
did they hold more than 30 per cent of such loans. Consequently, 
banks’ support of the FHA program in the major metropolitan 
regions of the United States was much more extensive than their sup 
port of the VA."® 


13. I. Friedlander, “Building and Loan and the National Housing Act,” Building 


Association News (July, 1934), p. 293. 


14. The terms “national pattern” or “national average” refer to the Grebler figures 
cited earlier which show the proportion of each type of institution mortgage loans 
outstanding which are FHA insured or VA guaranteed, for all such institutions in the 
United States. 


15. The Census data reflect mortgage market operations prior to the year 1950 
The interest rate on VA and FHA mortgages during this period was not uniform and 
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When the programs are considered together, in twenty (i.e., 80 per 
cent) of these metropolitan districts more than 40 per cent of all 
bank mortgage loans were insured or guaranteed. This proportion of 
FHA/VA loans held is very close to the national average. However, 
in New Orleans, Boston, Cincinnati, Providence, and Youngstown, 
there is deviation on the low side from the national average. 

The banks in Boston and Providence do a relatively small amount 
of insured or guaranteed lending. In addition there was less new 
building activity in these two areas than in most other regions, partic- 
ularly in the older established portions of the metropolitan area. 
Indeed the central city of the Providence metropolitan region actual- 
ly lost population. Since banks in the East are perhaps more tradi- 
tional in their lending policy than banks elsewhere, some of the ex- 
planation for the low participation by banks in VA and FHA lending 
may lie in their dislike for finance building in outlying areas, and 
some in the fact that markets were not as active in those regions as 
in other parts of the nation.*® In New Orleans, banks did the least 
lending of any type of lending institution and presumably therefore 
followed policies of largely limited mortgage advances to conven- 
tional loans. Although in both Cincinnati and Youngstown new 
mortgage lending activity was not great, the relative unimportance 
of bank FHA and VA financing is surprising. Again, it must be asso- 
ciated with the policy of the bankers in the region.’’ These general 
factors explain the deviations from the national pattern of the insti- 
tutions in the five specific areas named. However, they in no way 
offset the major point—that commercial banks in most areas hold a 
high proportion of their total residential mortgage portfolios in FHA- 
insured and VA-guaranteed loans. 

The operations of the savings and loan associations were substan- 
tially different from those of banks. In only four of the metropolitan 
areas examined did associations hold more than 20 per cent of their 
mortgage portfolios in Federal Housing Administration insured 
loans and in only one area was the proportion over 30 per cent. With 
respect to Veteran’s Administration lending, they were more active, 
for in ten of the regions 20 per cent of the loans held were VA’s and 
in four of the areas the holdings of VA loans made up 30 per cent or 


the spread of 4 to 4 of 1 per cent in interest rates probably had an important influ- 
ence on the preference for one loan over the other. 


16. Only one major metropolitan area had a slower rate of growth between 1940 
and 1950 than Providence and Boston. 


17. The peculiar situation in these areas clearly points up the need for further local 
mortgage market studies. 
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more of the total savings and loan mortgage holdings. When both 
FHA-insured and VA-guaranteed loans are considered together in 
four of the metropolitan areas, over 40 per cent of mortgages held in 
savings and loan associations were FHA or VA and in thirteen of the 
areas the proportion was over 30 per cent. 

In four areas—Detroit, Houston, Kansas City, and Seattle—the 
savings and loan association activity with respect to insured loans 
was much above average. However, in each of these areas, lending 
was dominated by life insurance companies and mortgage companies 
who were very active in making FHA and VA loans.’* Consequently, 
in order to compete successfully, the savings and loan associations 
probably had to make a large volume of insured and guaranteed 
loans. In the majority of cases, however, the savings and loan asso- 
ciations held a considerably lower proportion of their mortgage loan 
portfolios in the form of FHA-insured and VA-guaranteed loans. 

Mutual savings banks, which are largely grouped in the East, en- 
gaged extensively in FHA lending. In seventeen of the twenty-five 
metropolitan areas over 20 per cent of the loans held were FHA in- 
sured and in fifteen of them over 30 per cent were of this type. Mutual 
banks did not, however, hold nearly as high a proportion of VA loans 
as they did of FHA and in only one of the areas did the proportion 
held amount to more than 30 per cent of all holdings. When con- 
sidered together, however, FHA and VA loans amount to over 40 per 
cent of all holdings in seventeen of the areas. In a few regions the 
FHA holdings were inordinately large, because in one or two in- 
stances mutual savings banks made only a very few loans on proper- 
ties in a particular district and these were usually insured. 

Mutual savings banks are significant in terms of relative shares of 
mortgages held in only five out of the twenty-five metropolitan dis- 
tricts surveyed. All of these areas are in the northeast section of the 
nation.’* The average proportion of FHA and VA to all loans held 
by mutual banks in these markets is considerably lower than in the 
remaining twenty areas. Other than this, there appears to be no 
discernible relationship between the size of the city or any geographic 
factor other than the simple dichotomy between this section and the 


18. These areas were also characterized by larger operations on the part of the 
FNMA, indicating that there was much interest in loans which could later be sold. 
This situation is almost always an indication of a large volume of non-local money 
in the market, and non-local money nearly always is invested in FHA or VA mort- 
gages. Consequently, local lenders must make similar loans to compete. This situation 


is illustrated by the study of the Jacksonville mortgage market (Hurff et al., op. cit.). 


19. The cities are Boston, Buffalo, Albany, New York, and Providence. 
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rest of the nation.”° 

An examination of life insurance operations demonstrated the 
importance of FHA-insured and VA-guaranteed loans to this type of 
lending institution. In twenty of the twenty-five metropolitan 
regions, over 20 per cent of the loans held were FHA insured, and in 
fifteen of the regions holdings amounted to over 30 per cent; but in 
only eight areas did the proportion of their holdings of VA loans to 
all loans amount to over 20 per cent, and in only one to over 30 per 
cent. Altogether in eighteen of the regions the holdings of FHA and 
VA loans amounted to over 40 per cent of all holdings and in 20 of 
the regions to over 30 per cent. The exceptions to this pattern— 
Albany, Boston, Buffalo, New York, and Providence—where govern- 
ment-insured and guaranteed loans were less than 30 per cent of all 
holdings are all close to the home office of lending institutions indi- 
cating that in areas where more direct supervision of loans is possible 
less reliance may be placed upon FHA insurance and VA guaranties. 

A careful examination of the distribution of loans held by institu- 
tional groups in the twenty-five major metropolitan areas reveals 
that there are three additional factors which appear to have an im- 
portant influence on the amounts of government-insured or guar- 
anteed lending done by any one group: (1) geographic location of 
group, (2) the relative share of the market held by the group, and 
(3) the size of the metropolitan area itself. 

A high correlation exists between the size of the city and the 
amount of FHA and VA lending engaged in by commercial banks. 
The larger the city, the larger the proportion of bank lending which 
is insured or guaranteed. When the banks are very important in the 
market, they do a large amount of FHA and VA lending, and the 
reverse is true when their share of the total debt held is small. Thus, 
in San Francisco, which is one of the larger areas, the banks are the 
most important lenders and a large share of their loans held are 
insured or guaranteed, but in New Orleans, a relatively smaller area, 
banks are very small lenders, and a small proportion of their loans 
are insured or guaranteed. Finally, banks in the East seem to be 
more conservative in that they make fewer insured or guaranteed 
loans than banks in other parts of the country. 

20. The Grebler figures on the proportions of insured and guaranteed loans held 
cited earlier show that mutual savings banks hold 42.6 of all loans in these types. The 
Grebler figures are for the entire year 1950 whereas the census figures apply as of 
April, 1950, and so are actually more representative of the year 1949. Thus in the 


census, the mutual banks’ proportion is 33 per cent which is somewhat lower and more 
in keeping with the results here depicted for those cities where mutual banks are the 
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In small non-metropolitan communities there can be considerable 
variation by banks from the pattern of activity in larger commu- 
nities. Banks in small communities, for example, do not have a suf- 
ficiently large volume of mortgage business to enable them to support 
a separate mortgage lending section. Consequently, they are not will- 
ing to do the paper work and accept the cost involved in making 
government-insured or guaranteed loans. Since mortgage lending is 
incidental to their banking business, they either do no mortgage lend- 
ing or make mostly conventional loans. 

With respect to these factors, the operations of savings and loan 
associations differ substantially from those of the commercial banks. 
In areas where the savings and loan associations are the most in- 
portant lenders they usually hold a smaller proportion of FHA 
and VA loans than in areas where they are relatively unimportant. 
Also, in the very large cities, they hold a smaller proportion of their 
loans in FHA and VA loans than in the smaller. The geographical 
location of savings and loan associations does not appear to affect 
these lenders to the degree that it does other institutions. There is 
some indication that associations in the south and souhwestern parts 
of the nation rely on FHA and VA loans more heavily than other 
sections. There is not, however, enough evidence to allow a generali- 
zation to be made about this point. 

There also is a correlation between the size of the market and 
the degree of FHA and VA lending done by life insurance companies. 
In the larger cities the share of mortgages held which are FHA and 
VA is less compared to the smaller areas. Insurance companies also 





hold a much higher percentage of their mortgage loan portfolios in 
insured and guaranteed loans in areas where they have a large pro- 
portion of the market. Geographically, holders of FHA and VA loans 
are higher in all sections than they are in the East. 

It appears, therefore, that there is some variation around the na 


tional average because of the size of the market, the importance of 


institutions in the market, and geographical location. The deviations 
are not of the nature, however, to destroy the primary assumption 
that lending institutions usually operate in a predictable way with 
respect to making FHA and VA loans. 

An empirical measure of the impact of government finance pro | 
grams on any local market is the distribution of lending in that 
market between conventional and FHA-insured or VA-guaranteed 


most important lenders. There is very little difference in the figures for all other insti- 
tutional lenders. 
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loans. In Table 1 markets are shown according to (1) the most im- 
portant type of lending institution in the market, and (2) the pro- 
portion of FHA and VA loans held to all loans outstanding in the 
market. In markets where savings and loan associations are the most 
important lenders, the average proportion of FHA and VA mort- 
gages held to all loans in the area is 32.3 per cent, whereas in markets 
where banks are most important, the average of FHA and VA loans 
to all loans held is 45.2 per cent. In the four markets where mutual 
savings banks are most prominent, the ratio is lower, 30.2 per cent, 
and in the markets where insurance firms are most important the 
ratio is 48.5 per cent. 

It seems, therefore, that within limits, the relative impacts on 
specific markets of the FHA and VA programs are predictable; that 
is, in those markets where savings and loan associations are the 
most important lenders the amounts of FHA and VA lending will be 
less than in areas where life insurance companies (through branches 
and correspondents) do a predominant share of the lending. Similar- 
ly, where no one type has a marked share of the market and where 
combinations of lenders such as commercial banks and life firms do 
most of the lending, a higher volume of insured and guaranteed loans 
will result than in cases where combinations of savings and loan 
associations and mutual savings banks do most of the lending. There 
is, therefore, a positive relationship between the structure of a local 
market and the impact of government housing finance programs on 
that market. 


IV 


Although the evidence from twenty-five major metropolitan areas 
where 54 per cent of all mortgage lending in the United States is 
transacted indicates that mortgage market structures do funda- 
mentally determine the nature and extent of government-insured 
lending in an area there are other factors which may influence the 
pattern. There is not now enough evidence to indicate precisely the 
importance of these factors but there is sufficient to conjecture about 
their significance. 


1. INSTITUTIONAL LENDING DISTRIBUTION IN ACTIVE 
AND NON-ACTIVE MARKETS 


The postwar period has been an abnormal period for mortgage 
lending. During the depression and the war a tremendous need for 
mortgage funds developed since there was a general lack of house 
construction. In the postwar period, because of the high levels of 
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income much of that need became demand and because of the avail- 
ability of building supplies house building proceeded at a rapid rate. 
This house building was financed by mortgage funds, and unques- 
tioably with or without FHA and VA programs there would have 
been a very active demand for such funds in the postwar period. 
However, the FHA and VA programs did exist and therefore lenders 
had the alternative of making conventional uninsured or VA-guar- 
anteed and/or FHA-insured loans. The very fact that the market 
was so active that lenders could make a choice between alternative 
types of lending may well have affected institutional policy. In a 
future market where there might be stiff competition for every loan, 
lenders which normally would not make guaranteed or insured loans 
might be very willing to make such loans rather than none. There- 
fore, changes in demand conditions might be more fundamental than 
local mortgage market structure in determining the extent and 
nature of FHA-insured or VA-guaranteed lending in the future. 

The limited evidence which is available tends to refute this point, 
however. During the period 1935-40 the savings and loan associa- 
tions, for example, did not make FHA loans although the demand for 
mortgage funds was limited. Indeed the postwar and prewar na- 
tional pattern of mortgage lending indicates that the shift in the use 
of the government programs has been between insurance companies 
and banks both of which make a large volume of insured loans.”* 
This obviously does not mean that there was less government activity 
in the postwar period than the prewar, but rather (when new pro- 
grams are excluded) that the pattern of institutional participation 
in the government programs has not changed markedly over the 
period. 

Consequently, it would appear that activity in the market is less 
important than the structure of the market in determining the rela- 
tive impact of government programs in mortgage lending in local 
markets. It is the structure of the market, not demand, which ap- 


parently determines the relationship of conventional to FHA/VA 
lending. 


2. INSTITUTIONAL PoLicy AND GOVERNMENT LENDING 


A second factor which might modify the hypothesis that the in- 
ternal structure of local mortgage markets determines the volume of 


21. Twelfth Annual Report of the Federal Housing Administration (Washington: 
National Housing Agency, 1945), p. 16, and Sixteenth Annual Report of the Federal 
Housing Administration (Washington: Housing and Home Finance Agency, 1949), 
pp. 34-36. 
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FHA-insured or VA-guaranteed lending is the fact that different 
lending institutions of the same type may pursue different lending 
policies. This is likely to be more true of banks than other types of 
lenders.** The possible variations in bank policy make it conceivable 
that merely knowing that banks dominate a given local market does 
not necessarily guarantee that FHA-insured or VA-guaranteed lend- 
ing will follow a predictable pattern. For example, if a small num- 
ber of banks of nearly equal size do all bank mortgage lending in 
the area, a wide divergence in lending policy on the part of one will 
have a significant effect on the total of lending done by all banks. 
Further, the existence of a dominant bank within a local market, 
even where there are a large number of banks engaged in mortgage 
lending, could also change the pattern. It is possible that such a bank 
could make the bulk of loans in an area, yet follow a policy of not 
making any insured or guaranteed loans. On the other hand, a 
dominant institution might have the reverse policy and thereby 
create a situation whereby the amount of government activity in the 
area would be above average. Cerainly, when such situations do 
exist, they operate to mitigate the general conclusions. 

It does, however, seem that in spite of the fact that there is a wide 
variation in policies among banks; followers of all policies are found 
in all markets. Thus, generally, the pattern of bank lending in all 
large markets is roughly similar. Indeed, it seems to be similar 
enough to permit predictions of certain types of mortgage lending 
activity in markets where banks play an important role. 


CONCLUSIONS 


An analysis of the structure of local mortgage markets clearly 
shows that the degree of government-insured or guaranteed lend- 
ing in a specific area will depend to a considerable extent on the 
type of institutions engaged in the financing of real property in the 
area. The implications of this are numerous. 

1. From the viewpoint of equity it appears that all citizens do 
not have an equal chance to participate in the benefits of FHA-in- 
sured or VA-guaranteed lending programs. For example, people 
who are not veterans, living in areas dominated by savings and loan 
associations, will not be able to obtain Federal Housing Administra- 
tion insured loans as easily as people in areas where the bulk of the 

22. See James Gillies and Clayton Curtis, Mortgage Lending in Local Markets: 
A Case Study of Lending Institutions in the Los Angeles County Residential Mort- 


gage Market, 1946-1951 (Los Angeles: Bureau of Business and Economic Research, 
University of California, forthcoming). 





rent 
ding 
2S of 
able 
does 
end- 
jum- 
g in 
will 
nks, 
ket, 
Bage 
yank 
not 
d, a 
reby 
the 
; do 


wide 
und 
all 
ilar 
ding 


arly 
ond- 
the 
the 


; do 
-in- 
ople 
oan 
tra- 
the 
kets: 


f ort- 
arch, 





Local Mortgage and Housing Finance Programs 375 


lending is done by banks.” 

2. Probably of greater significance is the effect that local mort- 
gage market structures may have on the achievement of certain 
objectives of legislation. In 1948, following the unprecedented de- 
mand for funds in the postwar period “marked instability in the 
supply of mortgage funds in certain communities became apparent 
and was evidenced by the wide variations in construction loan pre- 
miums and availability of low interest rate home-mortgage funds.”* 
Since one of the objectives of the FHA program was to eliminate this 
problem, it may seem that the legislation was not effective. 

It appears, however, that such a cursory conclusion is unwar- 
ranted. Careful studies have shown that there has been a marked 
improvement in the flow of funds throughout the nation and that 
differentials in interest rates among regions have been lessened. The 
existence of the condition in 1948 would seem rather to be a reflec- 
tion of the fact that government programs are limited in their 
effectiveness by the structure of local markets. Within limits a great 
deal may be done to facilitate the flow of funds and eliminate rate 
differentials. However, at some point the structure of the market 
begins to be felt. If an area is dominated by institutions which make 
only limited use of FHA and VA loans and the FNMA, then the 
present government programs are powerless to increase the supply 
of funds in that area and thereby remove shortages. 

3. The significance of the major finding is that the effectiveness 
of national policies may be limited in a local area because of the 
internal structure of the mortgage market of that specific area. Of 
course, it would be impossible to introduce modifications of national 
policy to affect each and every local market in exactly the same 
way. But the solution to some financing problems may be, not in 
the direction of modifying interest rates or of establishing secondary 
markets for mortgages, but rather in facilitating the establishment 
of new types of lending institutions in individual local markets to 
assist in the attainment of national policies. 

23. This does not imply that borrowers are necessarily deprived of easy credit in 


savings and loan association markets, for in many cases savings and loan associations 
advance funds on terms comparable to those available under FHA financing. 


24. P. Wendt and D. Rathbun, The San Francisco Bay Area Residential Mortgage 
Market (Berkeley: Bureau of Business and Economic Research, University of Cali- 
fornia, 1951), p. 2. 








COMMUNICATIONS 


PROFESSOR LEVITT ON “INVESTMENT, DEPRESSION, 
AND THE ASSURANCE OF PROSPERITY” 


A COMMENT 


“Investment, Depression, and the Assurance of Prosperity”! presents a plan 
designed to augment investment in the United States. The proposal involves the 
use of yield guaranties to investors. “Firms in selected industries might be asked 
to submit five-year investment and production plans to a governmental Invest- 


ment Development Board (IBD)... . If the plans are approved special income- 
yielding non-transferable government bonds would be issued to the qualifying 
firms. . . . If the statements of any concern indicate that its guaranteed yield 


was not attained during the preceding year on that part of its new investments 
underwritten by the guaranty, the government would make up the difference 
in a direct payment to the firm. If the yield was attained or exceeded, the 
coupon guaranty would be considered satisfied.” 

This proposal can be criticized on several grounds. First of all its plausability 
is only superficial. Like other plans of this type the very real problem of imple- 
mentation is waived aside as a troublesome detail. The author, anticipating 
charges of socialism, says: “As to whether the guaranty program in fact in- 
volves the socialization of investment or whether it would in any way inaugu- 
rate a drift toward socialism is largely a matter of definition and speculation.”* 
In fact there is much more than definition and speculation involved. The run- 
ning debate on socialism throughout the history of economics has had at its 
core the practicability of socialism. Can a centralized authority do a better job 
than the market place, given the same amount of individual freedom? This 
problem, of course, disappears under communism inasmuch as the central body 
is assumed to know better than the individual what is for his own good. If one, 
however, is a proponent of socialism or a proponent of an increase in discretion- 
ary authority, it is incumbent on him to outline the workings of the program 
in some detail. Whether or not the program is considered an acceptable one 
must rest in large part on judgment of its workability or superiority of results 
as compared with the results achieved in the market place. 

In the present case one may ask how the “selected industries” would be se- 
lected? One may ask how the appropriate guaranteed yield would be deter- 
mined? Why would a five-year production plan be the pertinent one or, indeed, 
a three-year, a two-year, or any other period? Why should the payment of the 
guaranteed yield be made to depend on the net earnings of the preceding year? 
How would one associate that portion of income arising from investment under- 
written by the guaranty? 

1. Theodore Levitt, “Investment, Depression, and the Assurance of Prosperity,” 
Journal of Finance (September, 1954), pp. 235-51. 

2. Ibid., p. 246. 


3. It should be pointed out that it is not an answer to criticism of the above sort 
to point out that someone must answer these questions. Economic theory claims only 
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The proposal is deficient on a second ground if it is a remedy for short-run 
cyclical difficulties. The history of the use of discretion by the governing body 
is one long record of disaster. Surely to justify the program on the basis of a 
comparison with agricultural subsidies is very weak justification, indeed. Tempo- 
rary relief to specific sectors of the economy has been very costly and very diffi- 
cult to remove. One need only mention our tariff structure or the history of the 
silver movement in this country or the growth of labor monopoly as supporting 
evidence. There is still far from conclusive or even presumptive evidence that 
monetary policy cannot be effective in eliminating or dampening cyclical fluctu- 
ations. The failure of monetary policy during the 1930’s can be interpreted as a 
failure of the monetary authority to carry out the only task which justifies its 
existence, control of the stock of money and, through it, the supply of money 
payments. Even if monetary measures prove to be ineffective, changes in the 
rate of taxation are to be preferred as a second line of attack. They are to be 
preferred because they involve the use of less discretion on the part of the 
governing body and because they are more in accord with a free market system 
than a system of guaranties. Even if changes in the rate of taxation prove to be 
ineffective in controlling cyclical fluctuations, the proposed plan must be placed 
far down on the list of possible courses of action. Surely, if government is to 
engage directly in investing activity, it would be more justifiable to engage in a 
plan to underwrite investment in the human agent. There are very real inequities 
here and no developed market for funds for investment in self exists. The prac- 
tical difficulties should be no more or no less than those involved in the author’s 
plan, and the returns are almost certain to be greater. 

A third line of questioning one might direct at the proposal is whether or not, 
in fact, the author does not have something more in mind than short-run demand 
deficiencies. Thus, he quotes the Keynes of The General Theory who looked to 
an increasing inadequacy of investment opportunity. He rejects somewhat sum- 
marily the Simons’ plan to counter cyclical instability. He quotes a monstrosity 
attributed to Schelling that states “the way to eliminate excess capacity is to 
build more.” Either there are contradictions in capitalism or a statement of this 
sort grossly misplaces emphasis. If there is evidence of the former, then a patch 
of the kind suggested and on the scale suggested can be of little use. If the latter 
is true, emphasis on investment as a desideratum confuses the whole problem. 
The pre-Keynesian notion was that of investment as a means to an end, the end 
of an increase in the amount of goods and services available for consumption. 
This, at least, does less damage to common sense than investment as a means to 
the end of relieving excess capacity, whatever that may be. 

The final comment is based on a suspicion. The suspicion is that the naive 
Keynesian consumption function underlies this and similar proposals. A whole 
generation of economists has been frightened by the diagrammatic presentation 
of a consumption function with savings increasing as income increases. Since 
investing and saving are done by different groups, variations in the amount of 
savings invested may lead to unemployment. They may also lead to inflation or 


that it rationalizes conduct on the basis of an as if assumption. The businessman acts 
as if he knew his marginal costs. Whether or not, in fact, he is aware of his marginal 
costs or other data is another question largely irrelevant for theory but very relevant 
for practice. The real process of decision-making and the real functioning of entrepre- 
neurship are things we know very little about. Yet, it is upon knowledge of this kind 
that a centralized body must depend. 
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to stability in income and employment. If investment falls short of savings, it is 
always possible to increase consumption rather than investment. Prior to the 
1930’s there were those who looked upon a situation where net investment no 
longer occurred as the desirable but unattainable zenith of economic good. To 
date empirical research on investment, income, and consumption has served to 
indicate how woefully inadequate our knowledge is. Since this is the case, more 
caution is necessary in the presentation of proposals for correction of inadequa- 
cies; particularly is this the case when the proposals represent a further de- 
parture from the price mechanism and the market place. 

WarreN J. Gustus 
Duke University 


A REPLY 


With one exception, there is nothing Professor Gustus says with which I am 
unable to agree in some respects. It does not, on the other hand, however, 
seem to me that much progress has been made in the direction of either anni- 
hilating my proposal (if that was the intent) or offering a substitute having the 
degree of expository perfection and technical completeness that seems to be 
suggested as a standard in evaluating my proposal. 

The first criticism seems to have something to do with socialism. Precisely 
what the relationship with socialism is I am unable to tell, except to the extent 
that it can be said that “an increase in discretionary authority” is socialism. 
I would make no such claim, although Gustus does not at least seem unwilling 
to intermingle the two. It may be well to stay out of this ideological jungle and 
confine ourselves to more mundane matters. Thus no one would disagree with 
Gustus that an advocate of more discretonary authority in government must 
outline the workings of any proposed program in some detail. And he is correct 
that I have not detailed some of the reasons for the guaranty time periods 
selected or the reasons for the yield arrangements suggested. Since I was appar- 
ently mistaken in assuming that these were self-evident, perhaps a few clari- 
fying points are in order. 

To say that IDB would be tampering with the free market and hence must 
justify its choices while the market requires no such self-justification is true. 
But under the conditions present IDB’s justifications are not required to be in 
the realm suggested in Gustus’ footnote 3. The justification, in the final analysis, 
needs only be that the program, and the industries selected to achieve its aims, 
will prevent depression while simultaneously relying largely on existing capitalist 
institutions and practices to do so. If need be it could concentrate on activities 
which, in a rather narrow sense, help achieve Gustus’ hopes for more invest- 
ment in self. Improvement in educational and health services are not excluded 
in the powers that might be given IDB. The Eisenhower plan for reinsurance 
of private health insurance programs is an illustrative case in point, although 
I cannot agree with the policy. As for the duration of the guaranteed production 
plan, the obvious point is to provide a guaranty of sufficient duration to encour- 
age the venture of private capital on enterprise. The magnitude of the guaranty 
yields involves the same consideration, with past experience being employed as 
the guide for the obvious reason that such a guide would be most congenial to 
businessmen since they are accustomed to employing it. 

I think it is a gratuitous overstatement to say that the “history of the use 
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of discretion by the government body is one long record of disaster.” To cite 
our tariff and silver experiences is to make a rather cavalier selection among all 
possible examples. How about our subsidization of the aircraft manufacturing 
industry, or highways, scientific research, merchant shipping, education, air- 
lines, residential housing, rural electrification, or, for that matter, agricultural 
production? What would have been our food situation during the early 1940’s 
had we not had the Agricultural Adjustment Act during the preceding years? 
And whether the program has been a disaster remains yet to be seen. History 
cannot be judged in the short run. 

There is little point, in this comment, of going into the question of the effec- 
tiveness of monetary policy. It is certainly not a closed question, one way or 
the other. But for the sake of the record I would refer anyone who is interested 
to Don Patinkin’s article! on “Price Flexibility and Full Employment” for what 
I consider the most effective demolition of the claim that traditional monetary 
policy, especially in respect to its concern with the rate of interest, can be 
expected to be of much help in any really serious case of cumulating contrac- 
tion. The difficulty with tax policy, although one cannot deny its possible bene- 
fits, is simply that with widespread business pessimism, the reduction of taxes 
may simply precipitate accelerated contraction as money flows into inactive 
balances. 

I am personally much attracted to the idea of engaging in “a plan to under- 
write investment in the human agent.” But one wonders if many such arrange- 
ments may not in the end be more bureaucratic and nibble away at capitalism’s 
core more effectively than what I have suggested. It can be argued convincingly, 
I think, that my suggestion may involve a lesser compromise of the traditional 
market system than the launching of innumerable welfare programs. Histor- 
ically, the best welfare program, as Professor Hamilton has suggested, has been 
the expansion of productive enterprise.2 Gustus does not outrightly deny this, 
but he has not in his comment given the kind of consideration to this point 
which his own suggestions seem to require. 

On the third point, the statement that investment may be a means toward 
relieving excess capacity involves no contradiction in capitalism. Indeed, it 
has nothing to do with capitalism; only with our particular propensity to con- 
sume. And this brings us to Gustus’ final comment. His suspicion is certainly 
correct. The consumption function is at the root of our problem of maintaining 
full production. To say excess capacity is our problem is equivalent to saying 


1. Don Patinkin, “Price Flexibility and Full Employment,” Am. Econ. Rev., 
XXXVII (September, 1948), 543-64. See also A. C. Pigou, “The Classical Stationary 
State,” Econ. Jour., LII (1943), 343-51, and “Economic Progress in a Stable En- 
vironment,” Economica, n.s., XIV (1947), pp. 180-90. The Patinkin article is an ex- 
amination of Pigou’s defense of monetary policy. Rendigs Fels has still a different 
view of the whole matter, based on a review of four American cycles, but under 
modern American conditions I find Patinkin’s argument infinitely more convincing. 
See “The Effects of Price and Wage Flexibility on Cyclical Contraction,” Quar. Jour. 
of Econ., LXI (November, 1950), pp. 596-610. 


2. Earl J. Hamilton, “Prices as a Factor in Business Growth,” Jour. of Econ. Hist., 
XII (Fall, 1952), pp. 325-49. For an interesting recent comment related to Britain’s 
current problems see “Malice or Charity?” The Economist (London, December 18, 
1954), pp. 973-74. 


3. See Kenneth E. Boulding, “The Consumption Concept in Economic Theory,” 
Am. Econ. Rev. Proceedings, XXXV (May, 1945), 1-14. 
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that underconsumption is also the problem. To emphasize the former over the 
latter is simply to suggest that greater long-run benefits will accrue to the society 
by compensating for investment deficiency than by measures to raise consump- 
tion at the present level of industrial capacity. It is possible to increase con- 
sumption rather than investment, but how is this to be accomplished without 
more government discretionary authority on the one hand, and on the other 
without letting depression do the job via its indiscriminate route of wholesale 
extermination? Perhaps we can do the job by reducing the hours of labor and 
increasing the hours of leisure, but here again not even unions can do that by 
themselves without precipitating some rather serious competitive consequences.‘ 
Discretionary governmental authority will be needed. 

My proposal does indeed represent a “further departure from the price 
mechanism and the market place.” But it is designed to be minimal and to 
strengthen and prolong the active life of capitalism. To be sure, well-meaning 
policies have often had unintended consequences. The fact is, however, that 
capitalism, and especially American capitalism, is presently involved in a world- 
wide crossfire of competing ideologies. It never could, and can even less now, 
afford to stub its toe by depending on mechanisms of dubious effectiveness to in- 
sulate itself against the economic and political hazards of severe depression. My 
plan is designed to create a rather definite assurance that the system will perform 
in a manner that its inhabitants have a right to expect, while at the same time 
preserving the various economic, political, and moral benefits they associate 
with the system. At the least we should keep ready for rapid implementation 
some machinery which will take over if the measures now employed seem to 
be on the edge of failure. 

THEODORE Levitt 
University of North Dakota 


4. See Lloyd G. Reynolds, Labor Economics and Labor Relations (2d ed.; New 
York: Prentice-Hall, Inc., 1954), pp. 252-59. 
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ABSTRACTS OF DOCTORAL 
DISSERTATIONS 


CHANGING PRICES AND FINANCIAL REPORTS: AN 
ANALYSIS AND A CASE STUDY* 


Dona.p A. CorBIN 
University of California 


WHEN PRICES CHANGE significantly, many economic problems arise 
because prices of specific items move unequally. Most prices move in 
the same direction, but others are fixed in amount by contract. Dur- 
ing the recent inflation many persons faced such problems as coping 
with increases in living costs, suffering losses from holding bank 
accounts and bond investments which were fixed in price, and selling 
their homes for a money gain which was partly unreal because the 
dollar had declined greatly in value. 

Businesses face similar problems when prices change, but their 
accountants have done little to report the effects. They have clung to 
the “cost-basis” of accounting which does not recognize increases in 
asset values. Out-of-date costs are used, and gains or losses from 
being a debtor or creditor are omitted. Accountants in many foreign 
countries have recently abandoned the “cost-basis” and have used 
index numbers to correct financial reports. During inflation this helps 
prevent overstatement of income, payment of excessive dividends, 
taxation of capital, and understatement of asset values. 

One question faced in this country is whether the inflation has 
been sufficient to produce the serious distortions which foreign ac- 
countants have been forced to correct. Net income is distorted be- 
cause cost-of-sales and depreciation expense are in costs of prior 
years. Both the value of the dollar and various asset values have 
changed. The accountant’s yardstick—the dollar—has decreased in 
size; yet he continues to measure without correction. 

In this study an eclectic method of adjusting reports was devised 
to recognize changes in prices. It discloses changes in asset values 
whenever they can be satisfactorily determined. Measurements are 
made with a dollar of constant value—one whose size does not 


* A dissertation completed at the University of California in 1954. 
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change. The method also takes into account the gain or loss from 
being a debtor or creditor when prices change. 

The method was tested in a case study of a department store, 
Index number corrections were made for a twenty-year period. The 
corrected figures revealed that net income was greatly overstated dur- 
ing inflation and understated during deflation, income tax rates were 
higher than reported, indicators of growth were quite misleading, and 
that apparent losses from holding monetary items amounted to 
several million dollars. 

The following tentative conclusions were reached: (1) The recent 
inflation was sufficient to require adjustments of financial reports. 
(2) Costs per books should be adjusted by use of a general index. 
(3) Further corrections should be made if specific asset values differ 
significantly from adjusted costs. (4) For inter-firm equity the in- 
come tax laws should be amended to recognize changes in the price 
level. (5) Adjusted reports are an important step in lifting the “veil 
of money.” 
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THE DEVELOPMENT AND SCOPE OF LIFE INSUR- 
ANCE ANNUITIES IN THE UNITED STATES* 


DONALD SCOLES 
University of Southern California 


THE ROOT OF THE RECENT development of the annuity business in 
the United States is the growing recognition of the risk of old-age de- 
pendency. Not only has the awareness of this need been growing, but 
other factors, such as a loosening of family ties and changing atti- 
tudes toward family responsibilities, increased complexities of 
modern industrial life, and the lengthening of the average lifetime of 
the individual, have combined to magnify the need. In recent years, 
the writing of hundreds of thousands of annuity contracts and the 
collection of billions of dollars of annuity premiums have brought 
about a major change in the life insurance business. This study 
assembles the facts in this development and analyzes its causes. It 
should be of particular interest to all who seek for themselves some- 
thing more than minimum financial security. 

Although the annuity principle has been applied in various forms 
and by various organizations, the life insurance companies are the 
principal private business institutions offering annuity contracts. 
Accordingly, this study deals only with annuities written by the legal 
reserve life insurance companies of the United States. Government 
plans such as the old-age pensions provided under the Social Security 
Act and the annuity settlements of United States Government and 
National Service Life Insurance are outside its scope. The assembly 
and analysis of data are restricted to the American scene and con- 
centrate on the experience of the past thirty years. 

The study is laid out as follows: The first chapter reviews briefly 
the history of life insurance up to the early years of the twentieth 
century, emphasizing the role of the annuity in the evolution of 
actuarial science and describing some of the economic and social 
changes in the United States which preceded the recent revival of 
interest in annuity contracts. 

This is followed by a broad classification of annuities which sepa- 
rates all life insurance annuities into two categories—regular and 
optional—and classifies them according to the more important varia- 
tions in contract provisions. 


* A dissertation completed at the University of Pennsylvania in 1954. 
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Following the classification, the over-all growth of the annuity 
business of the life insurance companies during the current century 
is examined and a comparison is made of that business with the com- 
pany activities in life insurance and endowment contracts. 

The next chapter analyzes all annuity data found in the annual 
reports to determine as far as possible the component parts that 
make up the whole of the reported annuity transactions: group and 
individual, immediate and deferred. 

To supplement the data contained in the «:.nual reports, additional 
information provided by certain of the lar: er companies was analyzed 
and an estimate made of volume and im»ortance of previously un- 
reported annuities. 

The study concludes with a discussion of the various causes of the 
growth of the annuity business of the '\{- insurance companies; gen- 
eral factors, influencing the developme’ and expansion of life insur- 
ance in all its fields of activity, and t’.»se affecting annuity transac- 
tions only; and finally, specific reasor.s for the ebb and flow of activ- 
ity from the early 1920’s to midcentury of each of the several dis- 
tinct classes of annuity contracts. 
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THE METHODS OF OPERATION AND THE CREDIT AC- 
COMMODATIONS OF A COMMERCIAL BANK TO 
SMALL BUSINESS IN THE PITTSBURGH AREA* 


LEONARD J. KoNOPA 
University of Pittsburgh 


IN THE BELIEF that additional information on bank loans to small 
business would aid in better understanding their financial problems, 
this study of the methods of operation and the credit accommoda- 
tions of a commercial bank to small business in the Pittsburgh area 
was undertaken. It covered the post-World War II years 1946-50. 
The technique adopted was that of studying the credit records of one 
commercial bank in detail and discussing the results obtained with 
the loan officers of three other banks of varying size in order to deter- 
mine if their experience was comparable. 

For the purposes of this study, businesses were judged to be small 
on the basis of the number of persons employed. Manufacturers 
were considered small if they employed less than 100 persons; con- 
tractors, less than 60; wholesalers and truckers, less than 50; retail- 
ers and personal service companies, less than 20. 

After discussing the operation of the loan division, data for each 
of twenty-one lines of business are exhibited in summary form and 
reviewed. Later, the data are summarized on an industrial basis. 
Some typical excerpts from the bank’s credit records for each partic- 
ular trade are presented in the appendix. 

Among the results found were: 

1. Almost 45 per cent of the concerns obtaining credit were new 
ventures. 

2. About one-fourth of the new credit department customers were 
old depositors at the bank. 

3. A gap was found to exist with regard to the total assets, net 
worth, and annual sales of the manufacturers, construction contrac- 
tors, and wholesalers on the one hand and the retailers, personal 
service companies, truckers, and dentists and physicians on the other 
hand. 

4. In all, 1,279 loans, totaling $14,669,700, were made. The aver- 
age loan was $11,500. 


*A dissertation completed at the University of Pittsburgh in 1954. 
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5. Credit ratios were used fundamentally as a guide rather than as 
a sole credit determining mechanism. The financial ratios of the 
bank’s small business were ordinarily equal to or better than those 
of industry averages compiled by Dun and Bradstreet or the Robert 
Morris Associates. 

6. Unsecured loans amounted to about 40 per cent of the number 
of loans. A comparable percentage of the amount of credit was con- 
veyed by these loans. 

7. Although loans were secured by eleven fundamental collateral 
forms, in this study indorsements and guaranties, chattel mortgages, 
and accounts receivable were responsible for 62 per cent of the 
secured loans issued to small business. 

8. With regard to rate of interest, it was found that: (a) the over- 
all average rate of interest was 4.60 per cent; (5) there tended to be 
a direct relationship between the number of loans given and the rate 
of interest paid; and (c) there was an inverse relationship between 
the size of the loans and the rate of interest paid. 

9. About 80 per cent of the notes issued, totaling 76.6 per cent of 
the credit, were used in procuring inventory, purchasing equipment, 
discounting accounts payable, or for working capital purposes. 

10. As a group, short-term notes were responsible for four-fifths 
of the credit issued. The rest of the notes matured in twelve or more 
months. While approximately 60 per cent of the short-term notes 
were renewed an average of 4.3 times each, only 9.5 per cent of this 
group was renewed for more than a year. 

11. A definite credit cycle was established for the bank. The high 
point in small business borrowing occurred during the month of 
October. 

12. Term loans totaled 22.6 per cent of the loans granted to small 
business. They amounted to 17.4 per cent of the credit. Only 10 per 
cent of these small-business term loans were issued on an unsecured 
basis. In this group were most of the G.I. business loans. In maturity 
they ranged from 14 to 180 months. 

As indicated, the results of this study were discussed with the loan 
officers of three other banks in Pittsburgh. They were competitive 
with the bank under study. Therefore, they ordinarily operated in a 
similar manner and offered comparable financial services to small 
business. The general conclusion is that the financial needs of small 
business are adequately met by commercial banks in the Pittsburgh 
area. 
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AN INVESTIGATION INTO THE PROBLEM OF LOAN 
CONCENTRATION AND FUND MOBILITY WITHIN 
A BRANCH BANKING ORGANIZATION* 


FRANK L. GREENWAY, JR. 
University of Redlands 


IN DISCUSSING DISADVANTAGES and shortcomings of branch banking, 
authorities assert that funds of small communities, received by 
branches in the form of deposits, are exported to large financial cen- 
ters for investment and loan purposes, thus impeding economic 
development of small communities. 

The purpose of this study is to present data and conclusions con- 
cerning the practices of loan, deposit, and investment concentration 
in three financial centers in California by a large branch banking in- 
stitution, the Bank of America, National Trust and Savings Asso- 
ciation; to describe the actual methods employed by the institution 
to make funds available to branches serving communities; and to 
discover to what extent funds are actually made available to small 
communities for economic development. 

The data indicate that funds are not exported from small com- 
munities and concentrated in the financial centers, but flow to areas 
where loan demand is great, whether it is a small community or a 
financial center. Supply and demand appear to be the governing 
principle in shifting funds from branches with surplus deposits to 
branches with heavy loan demand. 

To facilitate the flow of funds throughout the system, the bank 
has devised an efficient accounting system which enables officers to 
know daily which branches supply funds and which are using them. 

Because of the close relationship between reserve and investment 
management the bank finds it expedient to concentrate all investment 
activity in the head office. 

Major emphasis has been placed upon the analysis of selected 
branches, comparing their loan-deposit ratios with those of branches 
in the financial centers and the banking institution as a whole. This 
comparison reveals no definite pattern. Some branches had loan- 
deposit ratios consistently greater than either the financial center 
branches or the bank as a whole, others were quite comparable, and 
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still others consistently loaned less than either the branches in the 
financial centers or the bank as a whole. 

In tracing economic development in the communities served by 
the selected branches, two conclusions can be drawn. (1) When the 
branch required funds to meet loan demand, the bank made them 
available. (2) The branch that at one time required funds from the 
system later became a supplier of funds for branches that were ex- 
periencing loan demand in excess of available funds. 

The conclusions drawn apply only to the institution used as a case 
study. However, since one of the primary objectives of any banking 
institution is to maximize profits, other branch banking institutions 
can be expected to shift funds to areas where loan demand is heaviest 
and interest rates yield the greatest return to the bank. 
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U.S. MONETARY AND CREDIT POLICIES BETWEEN 
THE END OF WORLD WAR II AND THE 
OUTBREAK OF THE KOREAN WAR* 


Harry BRANDT 
Chamblee, Georgia 


THIS STUDY IS INTENDED to provide a thorough analysis of monetary 
and credit policies for the foregoing period. Most of the discussion is 
devoted to quantitative credit controls. Selective instruments are 
touched on briefly, and some consideration is given to debt retire- 
ment. 

Chapters i and ii present a brief discussion of monetary policies 
for the period 1933 to 1945. Chapters iii and iv are devoted to an 
examination of credit controls during the 1946-48 boom. A similar 
review of the 1949 recession and early 1950 period of renewed busi- 
ness activity follows. The objectives and actual measures undertaken 
during each of these periods are treated historically against a back- 
ground of economic conditions. Their rationale is heavily docu- 
mented with material from publications of the monetary authorities 
and testimony of their officials before numerous congressional hear- 
ings and investigations. The policy actions are then thoroughly 
analyzed in terms of their effect on bank reserves, money stock, 
interest rates, security prices, lending and investment activities of 
financial institutions, and ownership distribution of the debt. A 
critique of the broad objectives is presented in chapter vii. Reserve 
proposals are discussed briefly in chapter viii. A final evaluation is 
set forth in chapter ix. 

The study reveals that the record of monetary management was 
unimpressive since its character was predominantly influenced by 
debt considerations rather than changing economic and business con- 
ditions with the possible exception of the second half of 1949. Dur- 
ing the 1946-48 boom, the Federal Reserve System was an engine of 
inflation. Some restrictive measures were adopted, but with the ex- 
ception of debt retirement from surplus, their anti-expansionary 
effects were small. The net influence of Federal Reserve open- 
market policy during the entire 1949 recession appears to have been 
deflationary. Other actions, apart from the repayment of Federal 
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Reserve—owned debt, tended to have the opposite effect. During the 
business advance of early 1950, monetary actions tended to have a 
slightly inflationary impact. Findings further indicate that the great- 
est inflationary impact of quantitative credit actions took place when 
inflationary conditions were most rampant (i.e., last half of 1947 and 
second quarter of 1950). Their most deflationary influence occurred 
when the decline in economic conditions was most rapid (i.e., first 
half of 1949). 

The timing of certain credit actions is open to question, and some 
should never have been pursued. The most serious criticism is leveled 
against maintenance of low and stable interest rates (i.e., a stable 
government securities market), since this limited the effectiveness of 
credit restraint during the inflation and, to a lesser extent, the de- 
sired monetary ease in the recession. 

Arguments in favor of this policy by the Treasury and Reserve 
System are not impressive. The size and importance of the debt did 
not allow a complete lack of concern for the government securities 
market, nor were large interest rate fluctuations desirable. However, 
a more flexible interest rate policy, such as that adopted in March, 
1951, should have commenced in the spring of 1949, or preferably in 
early 1947. This would have helped diminish both inflationary and 
deflationary pressures without severe repercussions to the Treasury 
and financia! institutions and would have obviated the Keserve 
Board’s request to impose a secondary reserve requirement on com- 
mercial banks during the inflation. 

In general, monetary policy should never be an unstabilizing ele- 
ment. It should contribute to economic stability by being flexible in 
adjusting itself predominantly to changing economic conditions with- 
out undue interference with the management of the debt. 
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INDUSTRIAL TAX EXEMPTION IN PUERTO RICO* 


Mitton C. TAYLOR 
Marquette University 


DURING THE PAST TEN YEARS the Commonwealth of Puerto Rico has 
lifted itself above the horizon of almost universal poverty. This eco- 
nomic metamorphosis is principally attributable to an embryonic in- 
dustrial revolution in the form of an influx of mainland United States 
manufacturing firms. To the degree that industrialization is the 
corporeal substance of Puerto Rico’s recovery, industrial tax exemp- 
tion is viewed on the island as its principal spiritual progenitor. 

That so much credit is given to industrial tax exemption will come 
as a surprise to those who are familiar with the history of this fiscal 
device on the mainland United States, where it is viewed as ineffec- 
tive, perverse, inequitable, and even unethical. How industrial tax 
exemption can be so universally maligned in public finance literature, 
and yet gain congenial and widespread support in Puerto Rico has 
served as the raison d’étre for a comprehensive inquiry into the in- 
dustrial tax exemption program on the island. This new assessment 
appears to have timely social significance, moreover, because of the 
paramount interest within recent years in raising the level of living 
of underdeveloped areas. Industrialization is an integral part of many 
developmental programs, and this raises the issue of the desirability 
of using subsidies in order to attract capital from the more advanced 
countries. 

This study indicates that tax exemption in Puerto Rico has served 
as an effective inducement in attracting mainland capital. But the 
aggregate cost of the tax subsidy, on the other hand, has been inordi- 
nately high. The principal cost-incurring disadvantages of tax exemp- 
tion are: (1) The direct revenue loss is sizable, but is largely con- 
cealed and indeterminate. (2) Tax exemption lacks selectivity to a 
marked degree. (3) The administration of tax exemption is difficult 
and burdensome. (4) Tax exemption tends to become permanent and 
to proliferate to other taxable areas of the economy as well as to 
other political areas. (5) Tax exemption frustrates the achievement 
of a fair distribution of the tax load. What emerges as a policy con- 
clusion for Puerto Rico is that the shortcomings of the tax subsidy 
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appear to be so grave that there is established a presumption in favor 
of direct subsidies unless the latter are proved to be ineffectual. 

This research does not appear to justify the conclusion that the 
spread of tax exemption throughout the underdeveloped areas of the 
world should be viewed with apprehension, but it does appear to at 
least institute a caveat. It is evident that industrial tax exemption 
may be effective from the myopic view of a few particular areas, 
but wide-scale adoption would tend to nullify the unique advantages 
gained by the innovators, without at the same time eliminating the 
burdens for the whole group. And the experience in Puerto Rico indi- 
cates that these burdens can be substantial. 
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AN ANALYSIS OF THE KENTUCKY INCOME TAX* 


CHARLES R. LOCKYER 


Bureau of Business Research 
University of Kentucky 


THE 1936 KENTUCKY GENERAL ASSEMBLY adopted an income tax as 
a major source of tax revenue. Selected areas of inquiry include com- 
pliance, underreporting, discriminations stemming from the deduc- 
tion for federal income taxes and from the definition of adjusted 
gross income, exempt corporations, allocation of corporation income, 
taxation of affiliated corporations, possible current collection pro- 
gram, and revenue analysis. 

The study sheds some light on the extent and nature of non-com- 
pliance and underreporting. A comparison of 1950 taxable income 
reported by resident taxpayers with estimated taxable income sug- 
gests that non-compliance and underreporting are fairly well con- 
trolled and are probably most significant in the lower income brackets 
and in certain counties in the Cincinnati area. An analysis of audit 
reports suggests the need for several legislative changes. 

The state law permits a deduction for federal income taxes which 
results in disorders of prime importance. The effect of the deduction 
is so pronounced that changes in federal rates tend to have an in- 
verse relationship on state revenue. The definition of adjusted gross 
income also results in discriminations among certain taxpayers. 

Some issues concern only corporations. The statutory exemption 
of certain corporations is ambiguous and causes some question as to 
the scope of the tax. The allocation of corporation income derived 
from two or more states urgently needs remedial action. Particularly 
the property and sales factors should be redefined. The technique of 
determining taxable income of affiliated corporations might be im- 
proved if ascertained by the three-factor formula. 

Through the adoption of a current collection program, Kentucky 
may achieve desirable fiscal and administrative effects. The study 
considers aspects important to such a program, including the scope, 
amount of payments, returns and schedule of payments, refunds, 


revenue estimates, initial taxpayer burden, and attitude toward its 
adoption. 
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An inquiry into the performance of the income tax in terms of 
revenue production indicates that the Kentucky income tax load is 
approximately equal to those of other states. Although inconclusive, 
available data suggest that the tax is rather elastic—revenue tends to 
change proportionately more than income and to a much higher 
degree than other sources of tax revenue. 








FINANCING THE FEDERAL RECLAMATION PRO- 
GRAM, 1902 TO 1919: THE DEVELOPMENT 
OF REPAYMENT POLICY* 


Peccy Hem 
San Francisco State College 


WHEN CONGRESS passed the Reclamation Act of 1902 some pro- 
ponents of the new program expressed the belief that the government 
could build irrigation projects on a business-like basis. Congress 
sought to place the cost of the projects upon the direct beneficiaries, 
the water users, and to require reimbursement of the outlays within 
ten years (without interest). The government would select projects 
on the basis of whether they could meet the repayment requirement. 
Congress hoped to control future expenditures by establishing the 
precedent of using only revenue from the sale and disposal of public 
lands for reclamation purposes and by replenishing this fund through 
repayment. These provisions failed to obtain their objectives. 
Financing the Federal Reclamation Program gives a combination 
chronological-topical treatment of the various facets of repayment 
policy for the period 1902 to 1919. It utilizes the extensive records 
of the Reclamation Service, government documents, and the Fred- 
erick H. Newell Manuscripts in the Library of Congress. The study 
serves a fourfold purpose. First, it seeks to describe and analyze the 
economic, political, and administrative problems involved in the 
formation and implementation of a repayment policy. Second, it 
attempts to evaluate the financial soundness of providing services 
for localized interest groups on condition that they reimburse the 
government for its outlay. Third, it discusses the effectiveness of a 
repayment principle in reducing the demands upon the government 
for increased expenditures and in controlling project selection. 
Fourth, it tests the effectiveness of earmarked revenue and a revolv- 
ing fund in limiting government expenditures for a given program. 
Five main points emerge from the study of the federal reclama- 
tion venture. First, the water users failed to take their obligations 
conscientiously and sought to evade at least part of the cost. Second, 
the government found itself in the position of lenient and vulnerable 
creditor. Partly as a result of political pressures it canceled portions 
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of the debt and granted numerous concessions, such as the extension 
of the repayment period. Its legal techniques for enforcing payment 
proved ineffective. Third, land speculation, inadequate farm capital, 
and personal inadequacies of the irrigators frequently caused pro- 
longed periods of settler impoverishment and intensified repayment 
problems. Certain forms of government regulation and aid to settlers 
would probably have promoted the economic development of the 
projects and benefited the bona fide irrigators. Fourth, the govern- 
ment’s financial involvement far exceeded the anticipated outlay. As 
a result of investing more money than originally planned, the govern- 
ment will probably suffer a considerable financial loss on some 
projects. For example, one project division will not pay out for at 
least 231 years. Fifth, whereas earmarked revenue and a revolving 
fund may temporarily serve to limit expenditures, political factors 
ultimately determine the magnitude of the program. 

The study concludes with a summary of why the reclamation re- 
payment policy did not work in practice and why the government 
should now face the subsidy issue squarely rather than hide behind 
the pretense of reimbursement. The writer also includes recom- 
mendations which, if introduced at the inception of the program, 
might have reduced collection delays and helped protect the govern- 
ment from bearing a larger portion of the costs than planned. 
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ACTIVITIES OF STUDENT AFFILIATES 


DE PAUL UNIVERSITY 


During the past year the Finance Society at De Paul University has been 
actively engaged in procuring speakers, arranging tours, and carrying on its 
regular meetings. Among the speakers were Walter H. Gross, assistant treasurer 
of the International Harvester Company, and Walter Sargis of the some com- 
pany, James A. Bourke, assistant vice-president of the First National Bank 
of Chicago, and J. Fred Wilson, vice-president of the Federal Reserve Bank 
of Chicago. All the speakers were very generous with their time and answered 
our questions enthusiastically. 

Because of the large number of students interested in the tours the Society 
sponsored, the tours had to be spread out over a period of three days, and the 
groups were broken down into sections. Tours included the Federal Reserve 
Bank, the Continental Illinois National Bank & Trust Company, the First Fed- 
eral Savings and Loan Association, the Midwest Stock Exchange, the Board of 
Trade, and the Clearing-House. 

At regular executive meetings, discussions were carried on concerning mem- 
bership, publicity, and the constitution. The plans for business meetings, tours, 
and possible speakers were also formulated at the executive meetings. The 
members of the Finance Society have benefited tremendously from our activities 
of the present school year and are looking forward to an even more active 
year to come. 


UNIVERSITY OF FLORIDA 


In March of this year, students interested in finance organized a Finance 
Association with the aid of the faculty of the College of Business Administra- 
tion. The purpose of the organization is to bring speakers who are businessmen 
in the various fields of finance to the University to talk on their particular field. 
So far this year the group has heard Chester Fisher, vice-president of Massa- 
chusetts Mutual Life Insurance Company, Robert Pierce, of the investment 
banking firm of Pierce, Garrison and Wulbern, Inc., Jacksonville, Florida, and 
other prominent local men in the banking and finance fields. The Association 
has had the full support of the instructors of courses in finance. 

Serving as officers for the Finance Association for its first semester were: 
Robert T. Frampton, president; J. Calvin Waldron, vice-president; William L. 
Copeland, secretary; and Ronald E. Banks, treasurer. These men were also 
instrumental in organizing the club both locally and as a student affiliate chapter 
of the American Finance Association. 

At the final meeting held during this school year on May 3, the officers for 
the fall semester were elected. Dr. McFerrin made the Wall Street Journal 
Award. This award is presented to the senior majoring in banking and finance 
making the highest scholastic average in the required finance courses. J. Calvin 
Waldron, vice-president of our Association, received this award. 

The new officers elected were: William L. Copeland, president; Wesley D. 
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Evans, vice-president; James L. Newman, secretary; and Clyde R. Mallory, 
treasurer. Professor James G. Richardson will continue as faculty advisor. 


INDIANA UNIVERSITY 


June 7, 1955, was affiliation date for the newly organized Graduate Finance 
Club of Indiana University. The thirteen graduate students who petitioned the 
University Student Senate for campus recognition and the American Finance 
Association for affiliation are now planning a program of varied activities for 
the coming school year. In addition, a membership committee has been named 
to lead a drive for new members when school convenes again in September, 
Membership in the organization is open to all regularly enrolled graduate 
students of good standing of Indiana University who are interested in finance. 
Charter officers who were elected at the organizational meeting held in late 
May are: Robert E. Hill, Springfield, Illinois, president; J. Arthur Taylor, 
Poughkeepsie, New York, vice-president; and James A. Hynden, Cedar Rapids, 
Iowa, secretary-treasurer. Dr. Harry C. Sauvain, chairman of the Department 
of Finance at the University, has accepted the Club’s invitation to be its first 
faculty sponsor. 


MARQUETTE UNIVERSITY 


The Marquette University Chapter held eight group meetings during the 
1954-55 school year. At each meeting a representative of a particular finance 
field discussed the operations and current problems of his field in addition to 
pointing out job opportunities and educational requirements. Among the fields 
reviewed were the following: budgeting, credit, securities, insurance, and bank 
examination. 

The chapter again sponsored two tours to financial institutions in Chicago 
including: Federal Reserve Bank, First National Bank, Board of Trade, Mer- 
cantile Exchange, and the Midwest Stock Exchange. 


MICHIGAN STATE UNIVERSITY 


The Michigan State University chapter of the American Finance Association 
was organized in January of 1955 with an initial membership of seventeen 
students. Dr. Richard Lindholm of the economics department and Adolph 
Grunewald of the business department were chosen to serve as faculty advisors 
The group’s objective was to create an organization to serve as an agency to 
promote the interest of finance to interested students and faculty. There are 
no curriculum requirements for membership. Thus there are engineers 
economists, and business students in the chapter. 

During the brief period since organization we have had three speakers for the 
group: Herbert Hunter, partner, Watling, Lerchen of Detroit; Allen S. Brush, 
department head, general accounting division, General Motors Corporation, 
Detroit; and Russell Fairles, vice-president, Michigan National Bank. We have 
attempted to vary our subjects each meeting to reach the divergent interests 
of our members. 

Closing up this year’s work, we find that our membership has risen to thirty 
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students and interest seems to be growing due, we feel, to the high caliber of 
speakers that we have obtained. 

Student officers for this year were: president, Thomas Rirger; vice-president, 
Sheldon Smith; secretary-treasurer, Earl Faught. Dr. Albert Hodge of the Busi- 
ness School has served in an advisory capacity in addition to our regular faculty 
advisors. 


UNIVERSITY OF MINNESOTA 


During the past year the club has had nine professional meetings, one social 
meeting, and has taken one field trip in Minneapolis. At the professional meet- 
ings executives from local financial houses, insurance companies, banks, and 
industrial firms have met with the membership, discussing their financial and 
operating problems and their approaches in solving them. Each of the meetings 
has been preceded with a coffee and doughnut hour. These have all been after- 
noon meetings this year rather than evening dinner meetings as we have had 
in the past. Attendance has improved noticeably as a result because many of 
the members have evening jobs in the Twin Cities. 

A field trip was taken through Investors Diversified Services in Minneapolis. 
After observing the various departmental operations, most of the members spent 
considerable time in the investments department discussing the approach In- 
vestors uses in managing their various funds. 

The club had a cocktail party and dinner in the spring, at which time Pro- 
fessors Stehman, Sutton, and Williams were “treated” by the members. Lots of 
fun was had by all. 

Plans are being made to have a meeting next year for all of the alumni of 
the club over past years. 


NORTHEASTERN UNIVERSITY 


The Northeastern University chapter of the American Finance Association 
had an active semester. The senior members went on a field trip to New York 
to see the New York Stock Exchange in operation. This field trip was a supple- 
ment to their course in Security Markets. A joint smoker with the Accounting 
Society was held to obtain new members. The smoker featured Attorney Joseph 
Mucci, who spoke on “Tax Frauds.” The Accounting Society also joined us in 
a banquet. The Banquet was highlighted with movies and a talk by Mr. Ward, 
who is a member of the Massachusetts State Legislature. 

Weekly meetings were held and such speakers as Paul I. Wren, vice-president 
of The Old Colony Trust Company, John Galbraith, office manager of The 
Travelers Insurance Company, and Attorney Philip Mondello were invited to 
talk on investment and insurance opportunities for colleges graduates and the 
proper methods used in the making of wills. A field trip was also taken to com- 
pare the Boston Stock exchange with the New York Exchange. 

In the last week of this term new officers will be elected and a member who 
has contributed the most to the club will be elected to have his name placed 
on a gold plaque. The plaque was donated by the 1955 seniors. A name will 
be added each year and the plaque will remain on the club’s wall for future 
members to see. 








400 The Journal of Finance 


NORTHWESTERN UNIVERSITY 


The officers elected at the May 10 meeting for the school year beginning 
September, 1955, are: president, Louis L. Stirn; executive vice-president, Ken. 
neth L. Martyn; secretary, Brewster Conant; treasurer, Frank H. Moore: 
chairman, membership committee, D. C. Countryman; chairman, speaker selec. 
tion committee, Furrokh N. Dastur. 

Our speaker March 7 was John Tittle of Stein, Roe, and Farnham, Invest. 
ment Counsellors. The subject of his discussion was opportunities in the invest. 
ment field and necessary training. A period of discussion followed at which Mr 
Tittle answered questions from the group. 

Mr. Robert Sproat, partner of Smith Barney and Company, spoke May 1? 
on the function of investment bankers and opportunities in this field. 


UNIVERSITY OF PENNSYLVANIA 


As a result of a series of meetings held during the opening week of the fall 
term, called Wharton Advisory Week, students had called to their attention 
the various societies administered by the students themselves which are related 
to the disciplines. The Finance Society greatly enlarged its membership and is 
now the largest undergraduate group at the Wharton School. 

Monthly meetings were held with guest speakers from the various fields of 
finance, and all were well attended. A very interesting aspect of these meetings 
was the question period following the addresses which were lively and highly 
informative. The last meeting of the year held early this month was the 
Finance Society dinner meeting. The guest speakers were Walter A. Schmidt 
president, Investment Bankers of America, and Rudolf Smutny, chairman, 
New York City group of the IBA. There were one hundred and twenty peopk 
in attendance including students, faculty members, and others from the Phil: 
delphia financial community. At this meeting new officers were elected, the new 
president being Warren Heller, a Junior in the Wharton School. Plans for nex 
year include a finance quarterly review which will present articles from faculty 
members and excerpts from Senior theses written by Finance majors. 


TEMPLE UNIVERSITY 


During the past term, the Finance Society of Temple University has made 
a few worthwhile trips. The Society made one to the New York Stock Exchange 
and the Wall Street community. A trip was also taken to the Philadelphi: 
Federal Reserve Bank. Included was an explanation of the Bank’s training 
program in which a number of students were interested. Another trip wa 
made to the Philadelphia Savings Fund Society, one of the country’s largest 
Besides a tour of the bank, the group heard a talk about new trends in savings 
banking. 

Other events were a trip to the Penn Mutual Life Insurance Co., and a tak 
by Ray E. Tannahill, vice-president of finance of the American Telephone & 
Telegraph Company, who spoke on Bell Telephone financing. 
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UNIVERSITY OF WISCONSIN 


During the 1954-55 academic year the Finance Society of the University of 
Wisconsin held six dinner meetings. These meetings gave the members an oppor- 
tunity to hear outstanding speakers on a variety of subjects of particular interest 
to students of finance. A listing of speakers and their subjects is as follows: 

Leon Strauss, Rothschild & Co., Chicago: “The Role of the Registered 
Representative in a Brokerage House.” 

William Hammill, Federal Deposit Insurance Corporation: “What Inter- 
viewers Look for in College Graduates.” 

Harold Fraine, professor of commerce, University of Wisconsin: “Report on 
the 1954 Annual Meeting of the American Finance Association at Detroit.” 

Stuart Struck, president of Dairyland Mutual Insurance Company: “Rewards 
and Headaches in Starting Your Own Business.” 

John Lobb, commissioner, State of Wisconsin Investment Board: “A Sur- 
vey of the Common Stock Field Today.” 

Walter Morton, professor of economics, University of Wisconsin: “Security 
Analysis for Long-Term Capital Appreciation.” 

In March an investment club, limited to fifteen Finance Society members, 
was organized as a partnership. The objective of the partnership is to provide 
practical experience in inaugurating and administering an investment fund. 








BOOK REVIEWS 


Business Finance 


Long-Range Economic Projections. By CONFERENCE ON RESEARCH IN INCOME 
AND WEALTH. (Studies in Income and Wealth, Vol. 16.) Princeton, New 
Jersey: Princeton University Press, 1954. Pp. x+476. $9.00. 


This is Volume 16 of the “Studies in Income and Wealth” published by the 
NBER and will soon be followed by Volume 17, Short-Term Economic Fore. 
casting. Businessmen when determining plant expansion, plant location, product 
development, procurement, sales and price policy, inventory policies (both of 
raw materials and finished products), and financial policies (liquidity, working 
capital, cash flow, debt vs. equity financing) must constantly make short- and 
long-term assumptions as a guide to policy decision. It is only during the last 
decade (national income accounting found practical application during World 
War II) that long-term projections by corporations became “respectable,” and 
with their increasing rate of adoption they are now already being credited with 
having done their share in stabilizing the long-term capital expenditure budgets 
of those large corporations which make projections. Therefore, if more and more 
corporations make long-term projections, their widespread use will by itself 
become a strong force for the regularization of business investment. 

The use of the term “projection” rather than “forecast” or “prediction” ind- 
cates that the estimates are governed by some basic assumptions (peace, popu- 
lation growth, productivity increases) which might not be realized. As a matter 
of fact, most of the conceivable exogenous factors would be unfavorable and 
we must rely on statesmanship or pure good luck that they will not occur. It is 
however, basically a sounder approach to plan for a higher and more stable 
volume of employment rather than a lower one, simply because planning it that 
way will be a factor to make it come true. There is finally the belief that if 
forewarned of a short fall of actual conditions from projections, government, or 
even the business community itself, can do something about it—such as radio 
warnings of icy streets will be the cause both for drivers to put on their chains 
and for governments to sand the roads. 

It is on this point, however, that Arthur Smithies (p. 365) sounds an out 
spoken warning, stating that after ten years’ experience his attitude has changed 
from optimism to pessimism for three reasons: (1) because the error in the esti- 
mate is likely to be far larger than any fiscal program that may be undertaken 
to forestall inflation or deflation; (2) because we lack knowledge about the re- 





lation of government deficit financing and/or taxation to entrepreneurial incen- 
tive or the inducement to invest; and (3) because we are unable to determine 
the effect of full employment on the incentive for technological improvement 
vs. the reduction of the relative share of profits in the national income if meas- | 
ures for full employment include redistributive methods. 
Readers of the Journal will probably be especially interested in Smithies 
paper on “Government Revenue and Expenditure Policies,” Fellner’s on “Pr: 
vate Capital Formation,” and Mary Smelker’s on “Spending and Saving.” Polak 
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deals with the international sector of GNP, while Isard and Freutel write about 
regional projections. Kuznets contributes the basic paper on GNP, while Wool 
handles the labor force, Kendrick, productivity, Cavin, agriculture, and Barnett 
and Bochan, specific industries. 

The book is well conceived and the uniformly good contributions by the vari- 
ous experts in their fields make this a lasting milestone and guidepost on the 
road to better model building. 


RoBert M. WEIDENHAMMER 
University of Pittsburgh 


International Finance 


The Future of Sterling. By A. C. L. Day. New York: Oxford University Press, 
1954. Pp. vi+227. $2.00. 


It is the contention of the author that recent discussions of the future of 
sterling as an international currency have been largely misdirected because the 
fundamental questions have not been asked. He then proceeds to ask some 
searching questions, the most vital of which is whether or not Britain is wise to 
direct its efforts toward the maintenance and development of the position of 
sterling as an international currency. He maintains rightly enough that the fail- 
ure to judge the significance of past history can produce policy errors in the 
present which may prove to be unfortunate. He fears that national pride may 
continue to lead Britons to ignore history even if they do not misjudge its sig- 
nificance. 

Mr. Day proceeds lucidly to show why he believes that the generally accepted 
British policy of maintaining and reinforcing London as the chief pivot of a 
world payments system is ill advised. He contends that the strains of such a 
position are likely to be more than Britain can endure. Then in two short chap- 
ters he describes the “High Noon of Sterling’s Power” and “Sterling in the 
Nineteen-Twenties.” Herein he does not neglect that potent force known as nos- 
talgia for the good old days, which, together with national pride, caused Britain 
to underestimate the changes wrought by World War I. 

The author then describes the origins of the present sterling area and follows 
with chapters devoted to the justification for a sterling area, a subject about 
which he feels too much has been taken for granted. Under the headings of con- 
venience, stability, and discrimination—each in a separate chapter—he analyzes 
each facet of justification in the light of the changing problems and emphases 
from the beginning of the establishment of the sterling area in 1931 to the 
present. 

Intertwined with the sterling area experience is the “dollar problem.” The 
latter problem, the author states, has been simply an unwillingness for govern- 
ments to assume the costs of its elimination through the operation of a free 
market for dollar exchange. Since the costs involve the adverse effects of changed 
terms of trade on real income and the probable aggravation of internal pressures 
on the value of money, the non-dollar world in general continues to enjoy the 
benefits of discrimination plus the gifts of the world’s wealthiest country. In 
short, it appears better temporarily to continue to hold the bear by the tail 
rather than let go, particularly if the bear will give up a little honey from time 
to time and not protest too much. Mr. Day is careful to point out, however, 
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that dollar discrimination is not an unmixed blessing and those who lose out 
under this arrangement are the primary producing countries on either the pe- 
riphery of the sterling area or outside it. 

Because the British have often indicated since the end of World War II that 
they would like to re-establish the use of sterling among non-sterling countries, 
the author reviews the present extent of sterling convertibility. He then discusses 
the extension of convertibility and its consequences. His conclusions, so far as 
Britain is concerned, are gloomy and he is not at all optimistic that the rest of 
the world would benefit by this approach, particularly if the cost is too great for 
Britain to bear. Mr. Day then discusses the costs and benefits of international 
banking as it pertains to London and Britain. He concludes that it is unwise 
policy for Britain to seek too avidly the redevelopment of London as an inter. 
national banking center. 

In Day’s estimation some scheme should be developed for intercountry co- 
operation by means of which a smoothly operating payments system can be 
devised without throwing excessive strain on any one country. He eliminates the 
dollar as unsuitable as an international currency because so many fear the con- 
sequences of an unstable, though powerful, American economy. He discards the 
agency of the International Monetary Fund because the locational factor in- 
evitably will color its decisions. And he finds the Fund’s technique of adjust- 
ments of exchange rates unattractive. 

The author advises against a fully developed blueprint for action. He proposes 
a world payments system which is a modification of arrangements now in exist- 
ence and a composite of leading ideas that have been proposed in the past, eg., 
the Keynes Clearing Union idea and the Atlantic Payments Union scheme. The 
dollar area he would integrate somehow into an extension of the European Pay- 
ments Union. In short, Mr. Day wishes to move away from the present dollar. 
EPU-sterling systems to a merger of these systems so as to retain their useful 
features without retention of their conflicts. The final institutional product 
would derive not from adjustments to exact policy lines but rather from what- 
ever policies appeared to be expedient and most suitable in view of the problems 
arising to shape the institutional form. 

Planning without precision will doubtless draw fire from critics. The suggested 
procedure will be classified by some as “muddling through.” Moreover, British 
pride will be nettled by Mr. Day’s forthright treatment of his country’s inability 
to regain its former first position in the international financial field. This is a 
rapidly changing old sphere, however, and wars have hastened some fundamental 
changes. In such circumstances leaders do run the risk of being lost in the 
shuffle. 

WriuraMm A. Carter 
Dartmouth College 


Survey of United States International Finance, 1953. By GARDNER PATTERSON, 
Joun M. Gunn, Jr., and Dorotuy L. Swerptove. Princeton, New Jersey: 
Princeton University Press, 1954. Pp. xi+317. $2.75 (paper). 


This is the fifth and final volume of a series begun as an experiment in 1949. 
The seven chapters cover Military Assistance, Economic and Technical Assist- 
ance Grant Programs, Loans and Investments, International Financial Institu- 
tions, Trade Agreements Program, Strategic Aspects of Commercial Policy, and 
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the 1953 United States Balance of International Payments. The volume is or- 
ganized and indexed for convenient reference use. The format is clear and attrac- 
tive, upholding the usual high standards of the Princeton Press and the Inter- 
national Finance Section. 

The objective of the survey has been to present a report of the international 
economic and financial activities of the United States that is accurate, orderly, 
and objective. The authors pass the first of these tests with higher grades than 
they do the third. Where the question of trade policy is concerned, at least, their 
impatience with a foreign trade policy that includes tariffs leads them to an ill- 
considered suggestion that the United States has “only the remnants of a foreign 
trade policy.” 

The volume is less than charitable in dealing with Eisenhower’s first year in 
office. The authors, while noting the extension of the Reciprocal Trade Agree- 
ments Act, passage of Customs Simplification legislation, defeat of the pro- 
tectionist Simpson bill, and appointment of the Randall Commission to take a 
new look at foreign economic policy, leave the feeling that they expected the 
Republican Administration, in its first year of office, to go further toward lib- 
eralizing trade than its Democrat predecessors had done over twenty years. A 
more cheerful commentator would find satisfaction in the degree to which Amer- 
ican trade policy held to the line of liberality under a party traditionally dis- 
posed to protectionism. 

Such reflections apart, the volume is valuable throughout as an authoritative 
reference source for teachers, students, and editors. Users will regret the an- 
nounced discontinuation of the series, evidently a result of the fact that the 
market is small for so much data on so narrow a chronological foundation. 
Readers can hope that the views of the authors will find outlets in the pamphlet 
series of the International Finance Section. 

Norris O. JOHNSON 
New York City 


International Trade under Flexible Exchange Rates. By JoHN Burr WILLIAMS. 
Amsterdam, Holland: North-Holland Publishing Company, 1954. Pp. 332. 
$5.00. 


The title of this book gives the reader high hopes but, for the busy reader 
who is faced with many demands for his limited time, he will find the abstract 
theory difficult to follow. It will require more time than most students of in- 
ternational trade will want to devote to it. 

In the Preface the author states, “If I can succeed in making flexible ex- 
changes seem even simpler than gold, just as Copernican astronomy nowadays 
seems simpler than ptolemaic, then it will help toward having the two systems 
judged purely on their own merits.” This, for the reviewer, he has not done. 

The book attempts to present a system of international equilibrium, based 
upon three equilibrium conditions. These are found algebraically and at the 
same time in a somewhat original graphical form. The three conditions can be 
summarized as follows: (1) The sum of the exports of one country equals the 
sum of the imports of its trading partners. (2) The sum of the value of a coun- 
try’s exports equals the sum of the value of its imports. (3) The exchange rate 
is uniform for all traded commodities. 

These three equations are all sufficient. The entire book is deduced from 
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them. Thus the work is a model of abstract reasoning, an epitome of the de. 
ductive or mathematical approach. As such, it suffers from any obvious em- 
pirical support or empirical testing. An appendix consisting of tables and equa- 
tions serves only to reinforce this view, for all the actual variables employed 
are fictitious. 

It is striking how many problems can be discussed by this approach—as indi- 
cated in the table of contents—but no additional reality is achieved by the 
realistic sounding chapter headings. As pure theory—the domain it stakes out 
for itselfi—the work may be a trifle naive. Conditions of stability are not intro- 
duced, and the differential calculus is wholly eschewed. It does not appear to 
be adapted to use as a class text nor to be a popular presentation for the gen- 
eral reader. It appears that its chief use would be as a reference book. 

The generous use of diagrams is not a virtue in itself. A diagram is not useful 
unless it helps to explain something better than could be done without the 
diagram. The reader will find the diagrams complicated and the symbols con- 
fusing. Concrete illustrations are needed in such a work as this, but they have 
been neglected. 

The use of words for unorthodox meanings is regrettable. For example, on 
page 143 the author refers to the passive country and on page 213 he refers to 
the passive country and the active country. Students of international trade are 
familiar with the terms active and passive in connection with the balance of 
trade and it would be more precise to use the terms in this sense. The references 
to left-hand country and right-hand country on pages 222 and 255 and in other 
places do not add to clarity. On page 253 where the author said, “And we are 
talking about international trade of a sort inside the United States when the 
unskilled worker cannot qualify for a skilled job, when the skilled worker can- 
not qualify for a white-collar job, etc.,” nothing is gained by calling inter- 
regional trade international trade. Why not keep the latter term for trade 
between nations? 

The best parts of the book are found in chapter 8 on “Colonial Trade,” 
chapter 11 on “Invisible Items in the Balance of Payments,” the section on 
“Blocked Currencies” in chapter 14, and chapter 17, where a “National Budget 
of Foreign Trade” is discussed. This budget would provide a fresh approach to 
our trade policy. It should be read by our national officials. 


Murray W. SHIELDS 
University of Florida 


Investments 


The Intelligent Investor. By BENJAMIN GRAHAM. Rev. ed. New York: Harper, 
1954. Pp. xiv+272. $3.50. 


In a period when stock prices are soaring and when the Dow-Jones index 
of industrial common stock prices has broken through its 1929 peak, this 
revision of Graham’s classic provides a welcome and sobering note. Again he 
states with fundamental clarity the rules which he believes must be followed 
if one wishes to be an “intelligent investor” rather than a “speculator.” All of 
the chapters in the first edition have been retained and one on “The Level of 
the Stock Market in 1953” has been added. The main contribution of the revi- 





— «+ -™~/ © = oO .” wm 


<a 


_4en oo kr 


an th ch oh ee COC. 


itro- 
r to 
gen- 


seful 

the 
con- 
have 


, On 
rs to 
> are 
e of 
ances 
other 
p are 
1 the 
can- 
nter- 
trade 


ade, 
nm on 
udget 
ch to 


TELDS 


arper, 


index 
, this 
in he 
lowed 
All of 
vel of 
» revi- 





Book Reviews 407 


sion is to bring the data and discussion up to date by reflecting the changes in 
security prices and earnings outlook of the past five years. 

The essential point of view remains unchanged. The book is not for specu- 
lators but is “directed toward two kinds of investors—the ‘defensive’ and the 
‘enterprising.’ ”” The defensive investor, Graham insists, can achieve “a credit- 
able, if unspectacular result .. . with a minimum of effort and capability,” but 
he warns that to do better than this requires bringing more than “just a little 
extra knowledge and cleverness to bear upon your investment program.” 
Graham hastens to add, however, that if an enterprising investor and his ad- 
visers “have a clear concept of the difference between investment and specu- 
lation and between market price and underlying value” then “handsome re- 
wards” can be obtained. 

One of the most interesting features of the second edition is the presentation 
of the sequels to some of the recommendations for stock selection made in the 
first edition. Thus, at that time, twenty of the thirty securities which make up 
the Dow-Jones industrial index met the price-earnings ratio and dividend ex- 
perience tests which made them suitable for purchase by the defensive investor. 
These securities have done well during the past five years but the ten rejected 
by Graham’s tests have done even better. This leads him to conclude that the 
defensive investor will have good results although there is no guaranty that 
shrewd decisions will be made in rejecting securities. He concludes further, on 
the basis of data presented, that the appraisal technique, which he recommends 
that enterprising investors use, identifies a group of undervalued securities but 
is less successful in detecting overvalued stocks which may be affected by 
popularity and growth factors. 

In spite of the trend toward greater emphasis on common stocks in a diversi- 
fied investment program, Graham, at least, has not forgotten that serious defla- 
tions have occurred between inflations and still urges the most cautious investor 
to retain 50 per cent of his funds in U.S. bonds. Writing in early 1954, Graham 
is not convinced that common stocks, as a whole, are excessively priced. Never- 
theless, because of the high level of stock prices and because of the general 
uncertainties at that time over future business conditions, he suggests the rather 
ingenious scheme of selling one-half of the common stock holdings and then 
rebuilding to the desired level of common stocks by dollar-cost averaging over 
the next three years. 

Graham’s book continues to provide one of the clearest, most readable, and 
wisest discussions of the problems of the average investor. The harassed in- 
vestor today, bewildered by conflicting opinions as to the outlook for security 
prices, should be sobered yet consoled by Graham’s assurance that “to achieve 
satisfactory investment results is easier than most people realize; to achieve 
superior results is harder than it looks.” 


KENNETH D. Roose 
Oberlin College 


What about Mutual Funds? By Joun A. StrAtey. New York: Harper, 1954. 
Pp. 145. $2.50. 


This little book is an entertainingly written sales argument for open-end 
investment companies. In its pleasant, chatty fashion it calls attention to numer- 
ous advantages in mutual funds, dismisses cheerfully a number of contra argu- 
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ments and several possible alternatives, and ends with the expressed hope that 
each and every reader will forthwith solve his investment problems by re- 
sorting to a mutual fund. 

The book is not scholarly, not informative to experts, and not precise enough 
in exposition to bring to an uninformed beginner an accurate technical under- 
standing of the nature of investment companies. For the individual who has a 
rudimentary technical understanding and who wishes to consider the suggestions 
of a competent and experienced salesman, the book will provide a variety of 
interesting ideas. For a mutual fund salesman the book will be a gold mine of 
ideas, arguments, and points of view. 

The author is introduced on the cover of the book as a director of the 
Dealer’s Digest Publishing Company, as associate editor of the Jnvestment 
Dealers’ Digest, as the author of the Mutual Funds page in the Digest, and as 
the editor of the annual Bawl Street Journal. The Preface adds the information 
that he has been identified with mutual funds for more than twenty years, 
chiefly in capacities related to sales. The book reflects this extensive back- 
ground. 

One who reads carefully through these ten chapters will find comments on 
many aspects of investment companies and their usefulness to investors. Al- 
though the author finds everything connected with open-end companies to be 
good, this reader was particularly impressed with his enthusiasm for (1) pro- 
fessional management services, (2) dollar cost averaging, (3) systematic invest- 
ment plans, and (4) the use of mutual funds in trusts. 

One who seeks a dispassionate examination of the virtues of mutual funds 
must, however, read this book skeptically. The orthodox sales-loaded expense- 
bearing mutual fund is presented as the answer to nearly all problems, and the 
author finds only limited need in most cases for the usual forms of life insur- 
ance, directly owned bonds or stocks, closed-end investment companies, or even 
the no-acquisition-cost mutual funds. These alternatives are not deprecated; 
they are merely dismissed with a few phrases indicating that (in some respect 
at least) a mutual fund is better. 

In general, Mr. Straley’s book must be rated as authoritative even though 
biased. There are a few passages which a critical reader might call erroneous or 
misleading, but these are nearly always passages in which thoroughness is sacri- 
ficed in favor of brevity or simplicity, and they do not detract seriously from 
the complete job. 

J. C. CLENDENIN 
University of California, Los Angeles 


Money and Banking 


Monopoly and Competition in Banking. By Davi A. ALHaperr. Berkeley and 
Los Angeles: University of California Press, 1954. Pp. ix+254. $4.50. 


The controversy over branch versus unit banking in the United States has 
centered in California and has been highlighted by the long-drawn-out Federal 
Reserve action under the Clayton Act against Transamerica. 

Unlike earlier volumes on branch banking, the present book has an analytical 
rather than an institutional orientation. It seeks to apply the analytical tools 
developed by general economic theory, including industrial organization, to 4 
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study of branch banking. The basic factual framework is afforded by data cov- 
ering the operations of California banks for the years 1938 through 1950. The 
procedure followed may be characterized as a closely reasoned testing of various 
hypotheses, with the analytical conclusions qualified by the effects of institu- 
tional arrangements. 

The focal point in the analysis is the market for business loans by banks. 
The market is analyzed in terms of the size both ef the borrower and of the 
banking community. Large borrowers have alternative sources of supply, while 
the banking market structure permits monopolistic competition, including both 
oligopoly and product differentiation. 

The author’s analysis contrasts the record of the four banks with branches 
outside the head office city with that of all the other banks, treating one-city 
banks as unit banks, irrespective of the number of their branches. After meas- 
uring concentration of facilities, he studies the relation of banking concentra- 
tion to output performance (measured by earning assets and their loan and in- 
vestment components relative to total assets), cost patterns, and interest rate 
policy (distinguished by size of loan). In the latter connection, a theoretical 
analysis is made of the relation to customer loan rates of open market rates and 
of Federal Reserve discount rate and open market policies, which yields some 
interesting observations on controversial banking doctrine. There follows a com- 
parison of the profitability of branch and unit banking as shown by net earnings 
before taxes on loans and investments, assets, and capital, and of the degree of 
free entry into the commercial banking business in: California during the period. 

The author presents some interesting over-all conclusions. He does not be- 
lieve that the cumulative effect of increasing concentration of banking resources 
by acquiring competitors was to substantially lessen existing competition. With 
the possible exception of medium-size borrowers, he finds that growth of banch 
banking in California has not been deleterious. Rate performance is similar in 
branch and unit banks, while branch banks have made banking facilities avail- 
able in areas where unit banks could not survive, and have demonstrated econo- 
mies of scale and of structure not available to unit banks generally. Of course, 
the analysis applies only to branch banking over a territory exhibiting the diver- 
sity of economic activity of California as contrasted with intracity branch and 
unit banking. Most branch banking in the United States today is intracity in 
character. 

The author’s principal interest has been “to reveal the nature and conse- 
quences of concentrating banking resources in the form of branch banking, and 
to provide an economic base for policy decisions involving banking concentra- 
tion” (p. 232). The volume shows freshness of approach and much penetrating 
analysis in its application of economic theory to the banking industry, but is 
frequently of necessity suggestive rather than definitive. The author admits 
that “although the theoretical issues are clear enough, it is far from simple to 
identify the empirical counterparts of theoretical components” (p. 228) and 
that “the results of this comparison, too, are subject to individual interpretation 
of different investigators” (p. 230). 

Despite its limitations, the volume may be read with profit by students of 
banking and economic organization as well as by those interested in economic 
theory. 

W. H. STEINER 
Brooklyn College 
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Business Fluctuations and Forecasting. By Cart A. DavuTen. Cincinnati, Ohio: 
Southwestern Publishing Company, 1954. Pp. viii+518. $5.75. 


The objective of this text is “to provide the background and a knowledge 
of the procedures” needed to make projections of the level of activity for the 
economy and for an individual business. The background material, which com- 
prises roughly seven-tenths of the book, is divided into four sections devoted 
respectively to the nature, measurement, historical record, and causes of 
business fluctuations. There is also a chapter on economic stabilization policy. 

The sections on nature and measurement of business fluctuations draw main- 
ly on the research and findings of the National Bureau. Some instructors may 
find it useful to reverse the order of these sections, placing the material on 
the decomposition of time series and the National Bureau method before the 
long review of National Bureau findings. The brief section on national income 
accounting also may require supplementation if the student is to make wise use 
of these data in forecasting. 

The record of business fluctuations from 1783 to 1954 is traced in Part III. 
The usefulness of this historical review is considerably enhanced by inclusion 
of a summary which points up the lessons from experience: (1) causal factors 
differ in importance from cycle to cycle; hence all factors of the current situ- 
ation require study before forecasting; (2) financial problems were important 
in all major cycles, although their nature varied; (3) depressions have been 
protracted when they have occurred at a time of a basic shift in the nature 
of capital investment; thus the study of current investment patterns is im- 
portant; (4) there is no consistent business pattern following major wars; (5) 
there is no uniform time interval between major cycles; and (6) it is too early 
to tell if there is a real tendency for cycles to become longer. 

The section on causal factors in the cyclical process includes a description 
and brief evaluation of the specific theories—monetary, overinvestment, under- 
consumption, etc.—with which the study of business cycles traditionally has 
been concerned. In addition there is a chapter—eighteen pages—on Keynes and 
the work of certain econometricians. It is held that business fluctuations, while 
influenced by external forces, can be explained by the internal functioning of 
the economic system. The section ends with a synthesis of cycle theories. The 
influence of the Keynesian framework and theory of employment upon the 
traditional study of business fluctuations is reflected to some extent in this 
synthesis. There also is a heavy reliance on Wesley Mitchell’s earlier work. 

The final section on forecasting techniques and procedures describes methods 
of projecting long-run trends and of making short-run forecasts for aggregative 
economic activity (GNP), price movements, certain industries, and individual 
businesses. The emphasis is on short-run forecasts. This is in keeping with the 
background section which does not deal systematically with growth analysis. 
In forecasting general activity, major emphasis is placed on building up esti- 
mates of expenditures by government, foreigners, business, and consumers— 
in that order—to arrive at GNP. Alternative methods are also explained. Also 
included is a chapter describing the forecasting services offered by a represent- 
ative group of organizations. 

The book is very readable, and slips in editing are not numerous considering 
the size of the book. There are a few factual or typographical errors, however, 
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which the publisher may wish to correct in later editions.1 

This text attempts a very wide coverage of subject matter. Whether this is 
a merit or a fault depends on the use to which the instructor wishes to put it. 
The difficulty with the wide coverage is that many subjects get treated in a 
rather fragmentary way. A fairly intensive undergraduate course in business 
fluctuations or in forecasting would seem to the reviewer to require supple- 
mentary readings or the use of a text devoted exclusively to the subject at hand. 
This text lends itself better to a course where the requirement is for a broad 
and lighter treatment. 

Burton C. HALLOWELL 

Wesleyan University 


The Federal Reserve System, 1945-1949. By J. S. Frorpe. New York and 
London: Oxford University Press, 1954. Pp. ix+351. $6.15. 


The revival of interest in monetary policy since World War II has brought 
forth many interesting new materials in this field, to which this volume will be 
a welcome addition. A detailed review of United States policy during a critical 
period which encompasses the 1946-48 inflation and the 1948-49 recession 
cycle, it loses none of its interest for the United States reader by reason of the 
fact that it is written from the viewpoint of an English observer. The com- 
bination of a detached point of view with the author’s obviously intimate knowl- 
edge of United States institutions and events may well be regarded as enhancing 
its effectiveness. 

A brief introduction examines Federal Reserve Policy before 1945, setting 
the stage for the author’s account of the emergence of a new type of monetary 
policy—a monetary policy that had to be based on the new fact of the vital 
importance of debt management. 

The core of the book is a highly detailed discussion of the period running 
from July, 1945, to the end of 1949. This microscopic approach—to use the 
author’s term—at times approaches tedium. But it is consistent with Mr. 
Fforde’s opinion that in analyzing central banking policy the historical approach 
is more useful than what he refers to as the theoretical approach. He believes 
that central banking depends so heavily on personalities, politics, and institu- 
tional arrangements that it may be essentially useless to generalize about it. 
He concludes that “theory is either rough and ready or else a series of endlessly 
complicated permutations which are better replaced by history.” 

The author disclaims any attempt to judge the adequacy of the various actions 
taken by the monetary and fiscal authorities; rather, he says, his main purpose 
is to show what was done and why it was done. It would be a mistake, however, 
to conclude that the study is devoid of interpretation and analysis. Quite the 
contrary is true. Moreover, its scope is actually much broader than the activi- 
ties of the Federal Reserve System; what is actually presented is a full survey 

1. On p. 151, 1224.2 for 1124.2; p. 208 (n. 8), Economic Statistics Bureau for Gov- 
ernment Statistics Bureau; p. 212 (n. 15), National Bureau of Economic Research for 
National Industrial Conference Board; p. 245 (1. 19), 2? per cent for 2% and (1. 21) 
1} per cent for 14; p. 259, Secretary of the Treasury for Treasurer of the United 
States; p. 261, institutions, not individuals, held the greater part of the $152 billion 


of marketable debt outstanding. The word “data” is not treated consistently as singu- 
lar or plural throughout the book. 
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of the postwar inflation period and the 1948-49 cycle, encompassing fiscal policy, 
direct controls policy, and many related matters, including a useful analysis of 
the selective weapons of credit control. 

As would be expected, a large part of the account of postwar debt manage- 
ment problems and the emergent monetary policy revolves around the basic 
conflict between the Federal Reserve System and the Treasury. The broad out- 
lines of this story are already familiar to most United States readers, but in a 
running account of events exploring Federal Reserve and Treasury activities 
almost on a day-by-day basis the author meticulously lays bare every facet of 
the conflict. There is not much doubt that he regards the Treasury policy of 
slavish worship of low interest rates as at best uninspired and at worst seriously 
contributing to inflation and economic dislocation. The general result is thus a 
defense of Federal Reserve objectives and point of view. But considerable em- 
phasis is also laid on the many cross-currents in policy thinking within the Fed- 
eral Reserve System itself. The secondary reserve proposal put forth by Mr. 
Eccles, which engendered lukewarm support or active opposition elsewhere within 
the Federal Reserve System, is cited as a case in point. 

In a way, the author’s treatment reveals a basic conflict between the presen- 
tation of a detailed historical account and an effort to draw from these details 
a useful over-all analysis. Occasionally the tendency for details to obscure the 
broader picture seems to win out. And occasionally the preoccupation with de- 
tail tempts the author to overdramatize and overemphasize, as when he describes 
the events leading up to the lowering of the “peg” on government bonds in 
December, 1947, as a “collapse” of the bond market. In spite of these difficul- 
ties, however, it seems clear that all who have an interest in the conduct of 
monetary policy—and who can be excluded here?—may read this study with 
considerable profit. 

Eart C. Hap 
University of Washington 


Public Finance 


Montgomery’s Federal Taxes. Edited by Puritip Barpes et al, 35th ed. New 
York: Ronald Press, 1954. Pp. xii+931. $15.00. 


The thirty-fifth edition of Montgomery’s Federal Taxes is a complete revision 
of the thirty-fourth edition of 1951 and incorporates all of the important changes 
in the U.S. Internal Revenue Code of 1954. The long overdue revision of federal 
tax laws is the subject of this well-written, concisely edited book. The earlier 
laws and the 1939 Internal Revenue Code are presented only when currently 
applicable. The actual regulations or quotations from the laws are absent in this 
edition. Instead, statute meanings and interpretations are presented with appro- 
priate citations of the laws for the purpose of reference. 

The volume is divided into twenty-one sections, under three major headings: 
(1) “Income Determination”; (2) “Business Organizations”; and (3) “Tax De- 
termination and Payment.” In general, all the related considerations surround- 
ing a particular tax procedure, either for personal or business incomes, are treated 
under one subject heading, thereby increasing the reference value of the book. 
Comparisons between the 1939 Code and the 1954 Code are presented whenever 
the change is significant. The material dealing with the description and evalu- 
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ation of laws pertaining to farming, securities, patents, real property, and corpo- 
rations and partnerships is particularly comprehensive. 

Part 17 deals with family and estate tax planning and, as such, offers valuable 
and lucid suggestions for personal estate planning. In fact, the particular value 
of this section lies in the simplicity of its presentation. The majority of the ma- 
terial, however, requires more than a fragmentary knowledge of the over-all 
federal income tax system. The possibilities of corporation and partnership tax 
planning are thoroughly covered in the section on “Business Organizations.” 

The volume is dedicated to the late Colonel Robert H. Montgomery, after 
whom the series is named, and who did so much to popularize tax law interpre- 
tations and guides. 

This book would be of especial value to lawyers in general practice, account- 
ants, and corporation finance officers or advisers. 

WILi1am G. HEvson 
University of Miami 


Private Credit and Public Debt. By ANATOL Murap. Washington, D.C.: Public 
Affairs Press, 1954. Pp. vii+195. $3.75. 


This is a curious book, a bizarre mixture of orthodox and conventional eco- 
nomics, leading to pessimistic, socialistic conclusions. In order to understand and 
appreciate the argument, it is necessary to read the entire three parts, consisting 
of twenty-two short chapters. The author’s peculiar use of terms and assump- 
tions must be learned and kept in mind; otherwise his thesis makes little sense. 
In order to dissect the good from the bad, one would virtually have to rewrite 
nearly every chapter. 

The chief purpose or objective of the book is, in the author’s words, “to reach 
beneath surface explanations and to discover more fundamental reasons for the 
increase in public debt.” He points out that the two world wars and the Great 
Depression of the thirties cannot account entirely for the fact that the federal 
debt continues to rise; it is increasing even in times of prosperity. The expla- 
nation is to be sought, he maintains, in the structure and working of our capital- 
istic credit system. Hence he finds it necessary in Part I to develop his interpre- 
tation of the relationship between credit and the economic processes underlying 
it and the nature of the credit base in a capitalist society. 

He rejects the conventional exposition, although he edmits that “a great num- 
ber, if not a majority, of economists still adhere in essence to the traditional 
conceptions of money, credit, and banking” despite the severe and crumbling 
“onslaughts from several directions within the last few decades” (p. 44). He 
asserts that “no book has ever presented the basic facts about the credit sys- 
tem—money, currency, banking, etc.—without recourse to old fallacies and in a 
manner consistent with the more modern fashions of economic thought” (p. 45). 
The author proceeds to make new onslaughts from several directions, explaining 
on the way how his theory differs from traditional doctrine, in order “to illumi- 
nate the true nature of the credit system and to banish the false interpretations 
which becloud our thinking about this subject.” 

The basic assumption made by the author is that all debt (or credit) private 
and public, short and long term, originating from exchange transactions, from 
production or consumption, may become part of our monetary system. It be- 
comes so when credit (debt) instruments are monetized, i.e., converted from 
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lower to higher forms of credit. The higher forms of credit are those converted 
(for a fee, i.e., interest charge) into currency possessing circulation power— 
on the local level by commercial banks, on the national level by central banks, 
and on the international level by central banks and governments (to the extent 
that such a thing as “world credit” may exist). See pages 38-41. This gradu- 
ation from the lower layers to higher layers of credit gives us a clue to the 
author’s thesis, but more fundamental to his purpose is what he calls the “credit 
triptych”: credit originating (1) from production matched by consumption (ex- 
change credit), (2) from production not matched by consumption (investments), 
and (3) from consumption not matched by production (consumption credit) 
(see chap. xx). 

The volume of exchange securities tends to become bank credit, whereas in- 
vestment (“passive capital” securities, i.e., stocks [sic] and bonds) and con- 
sumption securities represent, by and large, the volume of securities accumu- 
lated and held by individuals as a source of “income without working” (p. 170). 
Credit based on consumption is “unsound,” he says. Yet in Part III he en- 
deavors to show that when production no longer provides a broad enough base 
for credit creation to satisfy the savers’ hunger for income-yielding securities, 
consumption must necessarily be added to that base. Even a capitalist economy 
must find a way to create credit on the basis of consumption whether this be 
sound or unsound (p. 172). But “only the society as a whole, through its govern- 
ment, can create debts without reference to production” (p. 173). “Inasmuch 
as governments possess the sovereign power to create legal tender currency, they 
can always declare their own obligations ‘legal tender’ and thus are always able 
to make financial payment. Government debt [“the highest form of debt—so- 
cialized debt”] is therefore valid regardless of whether it is based on exchange, 
production, or consumption.” 

To the reviewer, this argument displays a lack of understanding of the real 
cause of inflationary maladjustments of the monetary system. Inflation is caused 
by unsound financial practices, whether government or private or both. Any un- 
warranted expansion of debt not secured by sufficient assets of a kind that can 
be used to liquidate its indebtedness is inflationary. Professor Murad is quite 
correct when he states that the basis for private consumption credit, as of all 
individual credit, is production and not consumption. But when he asserts that 
government debt is valid, whether it be based on exchange, production, or con- 
sumption, because the government is always able to make financial payment by 
virtue of its sovereign power to create legal tender currency, we become appre- 
hensive. It is then that we wish the author would start over again and develop 
his exposition along conventional lines (which he does correctly, as far as he 
goes, pp. 42-44) and inform the readers how we have departed from what cen- 
turies of experience have proved to be safe practice in money and debt manage- 
ment and what the consequences are. 

Fiscal policy, federal debt policy, and currency redeemability are interdepend- 
ent, and the efficacy of each depends upon the efficacy of the others. It is high 
time for us to get back to fundamentals of orthodox economics when the author 
can state complacently, “even now public debt accounts for nearly one-half of 
the basic volume of credit in the United States. Before long this proportion 
must increase and eventually we may reach a point when all, or nearly all, of 
the basic volume of credit will consist of government credit” (p. 178). This 
development apparently receives the author’s approval, since, right or wrong, 








ing 





ill 





Book Reviews 415 


the people demand it, for he says: “If the leaders of our society really want to 
reduce the public debt, why then do they enlarge it?” (p. 181). 

“Does increasing public debt offer a permanent solution to the present crisis 
of capitalism”? the author asks (p. 179). “Most people take it for granted that 
continued government deficits and a rising public debt are certain to end in some 
terrible disaster,” he continues, and then proceeds to examine the alleged dis- 
asters: bankruptcy, repudiation, confiscatory taxation, the burden of future gen- 
erations, and inflation. Only the last of these has any validity, he claims, and 
even inflation need not occur since “the government can easily adjust its debt- 
creating consumption expenditures to the needs of the moment.” But lest the 
reader be misled into believing that the federal debt could be expanded indefi- 
nitely, the author warns that “the end will come when the ownership of securi- 
ties no longer yields an income without working; when saving ceases; when 
capitalism has vanished” (p. 185). And then? “The need for permanent securi- 
ties will disappear. The credit system will thus return to its basic form. Credit 
will come to rest again, and to rest exclusively, on the indirect exchange of 
goods and services” (p. 187). And, we might ask, with a better understanding 
of the time-tested merits of a more orthodox monetary theory? 

Professor Murad’s thesis may appeal to new-fashioned economists who favor 
an ever expanding federal debt, irredeemable currency, and confiscation as meth- 
ods of achieving social reform and over-all economic planning. It will have some 
appeal to the economic stagnation theorists; to critics of the conventional pro- 
ductivity and time-preference theories of interest groping for a debt monetiza- 
tion interest theory; to those who are disposed to make loose distinctions be- 
tween an asset and a liability, who believe in consumption without production, 
promises without payment; and to those who treat government as a deus ex 
machina, capable of imparting value to money (social credit)—to the Soddys, 
the Gesells, and the Major Douglases—to all who favor inflation or are com- 
placent about the threat of the dangers of inflation (p. 183), whether in its 
creeping or galloping form; and to those to whom thrift is a vice that spells 
poverty and depression (p. 126). 

To the reviewer, such views lack realism and the specious logic developing 
these views lacks conviction. However, there is enough truth in the author’s 
presentation to reward the reader who is anxious or curious to learn the mean- 
ing of this new orthodoxy and to warn us of the dangers we face in accepting it. 


James WASHINGTON BELL 
Northwestern University 


Federal Debt-Management Policies, 1865-1879. By Rosert T. Patterson. Dur- 
ham: Duke University Press, 1954. Pp. xi+244. $4.50. 


Credit, fiscal, and debt management policies comprise the three-legged stool 
of monetary policy. Each is interrelated with the other. For most of the period 
since the end of World War II, expediency and improvisation, rather than well- 
considered action, have governed policies of public debt management. Current 
discussion as to what this action should be makes this study by Robert T. Pat- 
terson particularly timely and valuable. In a scholarly, comprehensive, and ana- 
lytical fashion he deals with debt policie: during the Civil War and through the 
postwar years of refunding and refinancing the debt. The relation of debt poli- 
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cies to tax and monetary policies, to the investment market, to the international 
balance of payments, all receive careful attention. 

Mr. Patterson points out that the real costs of the Civil War, on the part of 
the northern states, were probably greater in relation to gross national product 
than were those of World War I. The same fiscal errors were committed that 
have characterized all of the wars in which this country has been engaged: a 
delay in raising tax rates, a failure to provide adequate tax revenues, an empha- 
sis on low rates of interest in floating public obligations, and reliance upon in- 
flation. In short, the policies under Secretary Chase, as later under secretaries 
McAdoo and Morgenthau, were based largely on considerations of expediency 
rather than upon a careful economic analysis of what was required. No secre- 
tary of the treasury seems interested in profiting by the mistakes of his prede- 
cessors. 

By September, 1865, the Civil War debt reached a peak of $2.8 billion. The 
structure was a “bewildering complexity of maturities, rates, and terms of pay- 
ment” (p. 216). About 60 per cent of the total was in short-term obligations 
and irredeemable notes. 

Secretary McCulloch, a person of competence and courage, saw the need, 
when he took office in March, 1865, of getting the short-term debt under con- 
trol and of simplifying the debt structure. By July, 1865, he had been able to 
reduce the total debt by about $300 million and had completed the task of con- 
verting $1 billion of the short-term debt, mainly into the popular 6 per cent 
obligations redeemable in five and payable in twenty years. This was in reality 
a stupendous operation. That it was initiated and carried through is to be attrib- 
uted not only to Secretary McCulloch’s understanding of the problem but also 
to his courage in doing what he thought was in the best interests of the nation. 
He damned the torpedos of doubt and criticism and reached his goal. 

Nowadays no time seems propitious to lengthen the maturity distribution of 
the debt. Apparently it cannot be done in periods of prosperity for fear of 
causing a recession and it cannot be done in recession for fear of checking re- 
covery. And even if the Secretary of the Treasury were convinced that it should 
be done, he would probably be dissuaded from doing so by being told in no u- 
certain terms that savings were lacking and that a market for long-term goven- 
ment bonds was virtually nonexistent. 

Following this successful operation, Secretary Boutwell, Chase’s successor, de- 
cided to refinance the 5-20’s into longer-term obligations carrying lower rates 
of interest. Definite redemption dates were selected for the new issues, 1881, 

1891, and 1907. This action the author condemns as having the effect of freezing 
the debt and of putting it beyond the reach of debt management policies. The 
justification offered at the time was that a relatively permanent debt was needed 
to provide collateral for the national bank notes. The author responds that the 
resulting inflexibility of the debt probably “lengthened the life of an awkward 
and inadequate banking and currency system” and may have “contributed to the 
perpetuation of a high tariff system” (p. 83). 

For those who today have the responsibility of managing the public debt, 
there is much to learn from Mr. Patterson’s study. It is an important historical 


contribution and provides grist for the contemporary mills of credit, fiscal, and | 


debt policies. 
B. H. BeckHart 
Columbia University 
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The Theory of Fiscal Economics. By Eart R. Roipn. Berkeley and Los Ange- 
les: University of California Press, 1954. Pp. xiv+-310. $4.50. 


The book combines a number of studies on the theory and classification of 
government expenditures, on social accounting, and on the incidence and effects 
of taxation. These analyses are tied together in what the author calls the theory 
of fiscal economics by their common characteristic of focusing on the effect of 
government action on the private sector of the economy. The book offers much 
provocative thought and, in spite of its highly technical character, is written 
in a lucid and non-ponderous style. Nevertheless, it is of interest mainly to the 
professional specialist because of its concern with certain theoretical contro- 
versies in the field of fiscal economics. As a matter of fact, an economist, busi- 
nessman, or government official who expects a theory of fiscal economics to 
give him guidance in formulating his judgment on fiscal policy would be disap- 
pointed by this volume. It offers little which would have a direct application 
to questions of fiscal policy, but I should hasten to add that this was not the 
objective which the author set out for himself in this book. 

On many of the controversial issues with which the author deals I find that 
he takes a well-reasoned position but I happen to disagree with him in many 
instances. I would pose the questions and formulate the assumptions in a differ- 
ent way, largely because I would be guided by the intent to build a theory which 
could be used as a guide in the solution of questions of practical fiscal policy. 
Thus, the quarrel I have with the author is not one of “right or wrong” but 
rather of “more or less relevant.” 

I begin by disagreeing with the basic proposition that the effect of expendi- 
tures and of taxation should be treated separately from each other. There is, 
of course, nothing logically wrong with the assumption that a tax be raised or 
lowered while everything else in the economy, including government expendi- 
tures, remains the same. I find, however, more relevant cases in which taxes 
and expenditures are increased or lowered at the same time, or in which one 
additional tax is intended to take the place of another tax which is discon- 
tinued. It has been shown that the effects of taxes and the “tax burden” are 
different in these cases. For a tax analysis every good theorist uses the ceteris 
poribus assumption, but removes it step by step before he comes to his con- 
clusion. The limited approach brings the author into some trouble when he ana- 
lyzes Pigou’s proposition on the effect of taxation under the assumption of 
various types of expenditures; it would bring him into even more trouble if he 
had undertaken to analyze actual cases of either raising or lowering taxes. 

I find Rolph’s theory of government expenditures rather fragmentary and 
much less systematically developed than his contributions to the theory of tax- 
ation. The role of government expenditures in a predominantly private enter- 
prise economy should be based on a theory of the activities which can, or cannot, 
be satisfactorily performed in the free market economy (and here not only an 
abstract competitive system but a system more similar to reality should be con- 
sidered). This approach requires the recognition that there is in each society 
and at each time some concept of what is a satisfactory performance of eco- 
nomic activity, that is, some concept of the “general welfare.” 

With respect to the effect of government expenditures on the private sector 
of the economy the author limits himself to a few remarks. There is no system- 
atic treatment of the effect of government expenditures on the flow of pur- 
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chasing power nor on private economic activity (for instance, on the effect of 
technological advances, transportation, or resource development). If the author 
—perhaps rightly—pleads that these effects lie outside the scope of fiscal eco- 
nomics, then he should reconsider the broad definition of fiscal economics which 
he has given, namely “the effects of government financial activities on the pri- 
vate sector of the economy.” 

Most interesting is the chapter on the “Monetary Basis of Fiscal Policy,” 
This is a well-reasoned criticism of the approach used by Keynesians and many 
quasi- or even anti-Keynesians, who regard the level of disposable income as a 
major factor determining the level of consumer expenditures. In criticizing this 
approach Rolph argues that the level of income is largely determined by the 
level of expenditures, and that therefore it would be logically wrong to use the 
level of income as one of the determinants of expenditures. Instead, Rolph re. 
gards the cash holdings as one of the major determinants of consumer expendi- 
tures. I find it impossible to discuss this basic argument in a few lines. There. 
fore, the author and the reader may forgive me for stating, without any proof, 
that Rolph has put his finger on an issue which requires a methodological clarifi- 
cation. In my judgment he has not succeeded in demolishing the common sense 
notion that the expenditures which a consumer plans for a certain period are 
largely determined by the income he expects to have at his disposal during the 
same period. This notion does not deny that the cash which the consumer hap- 
pened to have at hand at any one particular time also influences his willingness 
to spend. In other words, I believe that common sense and the conventional sta- 
tistical methods of analysis can still be defended. 

Perhaps I can pay no more convincing compliment to the value of this book 
than by saying that it cannot be adequately reviewed in two pages without doing 
injustice to the author, or without failure to express adequately the reviewer’ 
response to the many challenging ideas which are presented in it. 


GERHARD COLM 
Washington, D.C. 


Robert Morris: Revolutionary Financier. By CLARENCE L. VER SteEEc. Philadel 
phia: University of Pennsylvania Press, 1954. Pp. 276. $5.00. 


The purpose of this study is to present Robert Morris as superintendent of 
finance in the American Revolution and to show Morris’ short-run and long- 
range aims in that office and how these related to the economic and politica 
conditions of the time. The author wishes to emphasize the relationship betwee 
Morris’ career and “the rise of modern capitalism and the emergence of modem 
nationalism.” The book treats Morris’ earlier life only to the extent necessary to 
show how these experiences bore upon his aims and accomplishments in office 
Little is said of his postwar life and nothing of his later business failure and 
mounting misfortunes. 

This volume is not a biography and is, consequently, not intended to take the 
place of either of the two notable studies of Morris by Sumner and by Ober 
holtzer. It deals more intensively with the most important part of Morris’ careet 
and throws new and interesting light on Revolutionary finances. The author ha 
benefited much from source materials that have become available since thos 
earlier studies. He has also used the numerous secondary works that have it- 
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creased our understanding of the Revolutionary era. 

Two chapters are devoted to Morris’ business and political experience before 
his appointment as superintendent of finance in 1781. The third chapter carefully 
analyzes the nature of the crisis that led to his appointment. The six following 
chapters deal with Morris’ efforts to meet the immediate financial crisis of the 
United States government and to place government credit on a sound long-run 
basis. These chapters closely examine his program in operation and the extent 
of its success. They point out the growing political and economic strains that 
impeded his work and that finally defeated his long-range plans. 

Morris’ use of the money and credit techniques of rising capitalism and the 
effect of these policies on his philosophy of government become evident as the 
story unfolds. Morris was a forerunner of the later Federalists. It is apparent too 
that Hamilton was very much indebted to him. Hamilton’s program, under the 
Constitution, closely paralleled that advocated in vain by Morris under the 
Confederation. The author puts considerable emphasis on the decline in business 
activity in 1782 to explain the failure of Morris’ funding program and gives 
correspondingly less emphasis to the weakness of the Articles of Confederation. 
The final chapter tells how Morris “reemerges as a private entrepreneur.” 

This well-documented and intensive study is more suited to a reader with 
some knowledge of Revolutionary events and of business methods of the period 
than to the general reader. 

Among the valuable characteristics of the study are the copious notes, the 
index, and the extended bibliography, which includes an annotated list of manu- 
script materials used. It is worthy of note that among other newly available 
source materials Mr. Ver Steeg has used photostats of Morris’ papers that are 
still in the hands of the Morris family. 

The extensive use of manuscript source materials gives an insight into Morris’ 
driving influence in the period. This volume is a significant contribution to our 
understanding of the finances and economic conditions of the Revolution. It 
is highly recommended reading in any attempt to comprehend the economic 
history of those critical times. 


J. RicHarp PowELL 
Long Beach State College 


Conference on Agricultural Taxation and Economic Development. By HASKELL 
P. Wap (ed.) in association with JosepH N. FroomKin. Cambridge, 
Mass.: Harvard Law School, 1954. Pp. xiv+439. $4.50. 


This volume consists of papers and proceedings of a conference on agricul- 
tural taxation and development, particularly in underdeveloped countries, held 
at Harvard Law School in 1954. The conference was part of the International 
Program in Taxation established at Harvard with a Ford Foundation grant. It 
was attended by some fifty participants from government agencies, interna- 
tional organiations, foreign countries, and several American universities. Major 
contribution is attributed to Walter W. Heller, University of Minnesota, who 
laid the essential groundwork of the conference, submitted several papers, and 
supplied additional research materials. Dr. Haskell P. Wald, U.S. Department 
of Agriculture, served as secretary of the conference and (with associates) 
edited this book. 


The subject as announced was not narrowly defined; discussion encompassed 
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fiscal policy in relation to economic development; land tenure in relation to 
agricultural taxation; import and export duties; and “parafiscal” measures such 
as marketing boards and multiple exchange rates. The volume begins with a 
summary seeking to distill from the symposium generalizations and consensus. 
It is followed by a summary of discussion in four working groups to each of 
which a problem area had been assigned. The remainder of the book consists 
of “working papers” prepared by consultants and participants; they proceed 
from the general to the specific, ending with accounts of farm taxation in 
Mexico, Peru, Korea, India, China, and several other countries. 

The book is not presented as a definitive study of agricultural taxation and 
economic development; the objective is a combination of “factual knowledge, 
preliminary analysis, exchanges of thinking, and research suggestions. . . .” 
This the book achieves successfully; anyone who supposes that the large array 
of fiscal institutions observed in this country exhaust those known to man will 
be disillusioned many times. He may not have appreciated for instance that a 
poll tax may be levied with an incentive objective, as in Africa, where it is de- 
signed to bring forth the effort to pay the tax either by producing more on the 
land or by working for wages in urban areas. The book will serve as a rich 
storehouse of information on tax systems of the world, particularly the ones 
about which most of us are least informed. Investment in a good index would 
have made this information more readily available. 

To mention only a few of the substantive matters discussed and opinion ex- 
pressed: In most countries both industry and agriculture should share in the 
allocation of funds for a developmental program. Both confiscation and inflation 
as means of resource transfer are generally opposed. Major attention should 
be given to the employment of underemployed laborers in agriculture; to an- 
tiquated land tenure systems; and to the special political and cultural environ- 
ment in each country. Excessive investment in real estate can be corrected both 
by land reform and taxation. Here the income tax on interest and rent can play 
a useful role if administrative problems can be solved. On the other hand, for 
the general run of small farmers the income tax encounters also the difficulty 
of incentives. Thus Yugoslavia has indicated its intention to replace the ex- 
isting progressive income tax on farm income with a new tax “based on the 
surface and quality of the land.” 

For those who seek definite answers easily this book will prove a frustration. 
But it is a pioneering job in an area that surely requires American investment. 
Our relations with other countries (if only through the students they send us) 
have become so important that provincialism in American public finance is no 
occasion for smugness. 

Haroip M. Groves 
University of Wisconsin 


Taxation of the Forest Industries in Ontario. By Grorce C. Wirxes. (“Uni- 
versity of Toronto Forestry Bulletin,” No. 3.) Toronto: University of 
Toronto Press, 1954. Pp. ix+102. $2.00 (paper). 


This publication is based upon the author’s thesis submitted to the Univer- 
sity of Ontario for his Master of Science in Forestry degree and, according to 
the Foreword, is the first of what may become a series dealing with the eco- 
nomic aspects of forestry. It does a good job of reviewing the history of the 
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impact of various taxes, tenure arrangements and stumpage charges on the 
industry, and concludes with recommendations based upon this survey. 

The British North America Act of 1867 gave the Provinces control of the 
forest lands within their borders and delineated the tax areas for different layers 
of government. Later development made the income tax, succession duties and 
excises the most important federal taxes; the logging income tax, succession 
duties and property levies the most important provincial taxes; and property 
levies the most important municipal tax. Examples of measures directly affect- 
ing the forest industries by tax measures are the allowance of research and 
reforestation costs as income tax deductions and the exemption of logging equip- 
ment from the sales tax. 

Wilkes argues that the income taxes may be partially shifted because of the 
importance of imputed (non-contractual) costs in forestry, such as forest fire 
risk. He presents evidence that the present federal rate (47 per cent) restricts 
investment. For example, a logging company may build a temporary road rather 
than one suitable for long-term management. The very low inventory turnover 
of the industry requires large working capital. 

There is apparently no use of the severance tax. The municipal assessment 
includes growing timber and may hasten cutting. Twenty-five states in the 
United States provide some preferential property tax treatment. Six have sever- 
ance taxes, exempting growing timber from the property tax. However, it is 
the reviewer’s opinion that local assessors may assess the land higher than they 
otherwise would when there is a severance tax. 

Wilkes’s main concern is with encouraging long-range management. Tenure 
apparently was not a real problem under “liquidation” cutting. Ontario owns 
91.5 per cent of the forested land in the Province. At present there are annual 
renewable timber licenses, ten-year timber agreements, and twenty-one-year 
renewable pulpwood agreements. The problem arises in the question of the 
lessee’s interest in the crop of fifty to one hundred years from now, which he 
is supposed to foster at some cost now. Wilkes argues that stumpage should not 
be charged for second- and later-growth trees because of the loggers’ invest- 
ment therein, and that the Provinces’ share of forestry costs should be con- 
sidered general expenditure to be recouped from general revenues. 


WELDON WELFLING 
Simmons College 


A CORRECTION 


In a review by Clay J. Anderson of Earl C. Hald’s Business Cycles, pub- 
lished in the March, 1955, issue of the Journal, the statement was made (p. 97): 
“Actually, however, government purchases of goods and services dropped from 
an annual rate of $3.4 billion in the second quarter of 1937 to $3 billion in 
the third quarter.” The sentence should have read: “Actually, however, govern- 
ment purchases of goods and services dropped from an annual rate of $3.4 
billion in the second quarter of 1937 to $.3 billion in the third quarter.” The 
editors regret this error. 
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Bourrez-Grecc, Francorse. Les Classes sociales aux Etats-Unis. Paris: Armand 
Colin, 1954. Pp. 234 (paper). 


Whether one examines mode of life, dwelling, entertainment, or education, 
the author finds that the differences in the United States are more matters of 
degree than of kind. The class system in America is still in its period of for- 
mation and will not develop into a situation similar to that of European society, 


CHARDONNET, JEAN. La Sidérurgie francaise: Progrés ou décadence? (“Cahiers 
de la Fondation Nationale des Sciences Politiques,” No. 63.) Paris: Armand 
Colin, 1954. Pp. 238. Fr. 750 (paper). 


This work examines the situation of French metallurgy. Under present con- 
ditions of competition, the author envisages either a withdrawal of France from 
the European Pool or an economic and social catastrophe for a fundamental 
industry. 


Jounson, JouHN L. Income in Kentucky: County Distributions by Amount, by 
Type, and by Size. Lexington, Kentucky: University of Kentucky Press, 
1955. Pp. xx+310. $4.50. 


Among other uses, the data presented in this volume should provide a valu- 
able background for Kentucky state and local government officials interested in 
the re-evaluation of tax programs and other fiscal policies. 


KiimAn, Ep, and Wricut, THEon. Hugh Roy Cullen: A Story of American 
Opportunity. New York: Prentice-Hall, 1954. Pp. viii+376. $4.00. 


Leaving school at the age of twelve to take a job at $3.00 a week, Cullen 
rose to become “king of the Texas wildcatters,” one of this country’s wealthiest 
men, and one of the greatest philanthropists of all time. 


KimMMEL, Huspanp E. Admiral Kimmel’s Story. Chicago: Henry Regnery, 1955. 
Pp. xvi+206. $3.75. 


A story within the Pearl Harbor story is this account of Admiral Kimmel’s 
struggle to discover and preserve the facts. 


Koontz, Harotp, and O’DonNEL, Cyrtt. Principles of Management: An Analy- 
sis of Managerial Functions. New York: McGraw-Hill, 1955. Pp. x+664. 
$6.50. 


This new text emphasizes the job of general management rather than the 
more specialized and technical tasks. After an introductory section on the basis 
of management, the five functions of managers—organizing, staffing, directing, 
planning, and controlling the enterprise—are examined in detail. 


Kuznets, Stmon, and Rustin, Ernest. Jmmigration and the Foreign Born. 
(“Occasional Paper,” No. 46.) New York: National Bureau of Economic 
Research, 1954. Pp. xii+107. $1.50 (paper). 
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Between 1870 and 1910 immigration contributed about one-seventh of the 
growth in our population and about one-fifth of the increase in our labor force. 
In recent decades it has contributed less than nothing. 


PEARCE, FRANK T. Financial Effects of Labour Turnover. (“University of 
Birmingham Studies in Economics and Society,” No. A. 4.) Birmingham, 
England: University of Birmingham, 1954. Pp. iv+228. 15s. (paper). 


The author rejects the cost basis underlying most previous estimates of the 
loss involved in labor turnover and introduces instead the concept of financial 
loss. This new conception includes, among other and better known costs, cost 
due to holding reserves of labor for replacing lost manpower and/or the finan- 
cial effects of lowering of output due to the presence of inexperienced labor. 


ProTHRO, JAMES WARREN. The Dollar Decade: Business Ideas in the 1920's. 
Baton Rouge, La.: Louisiana State University, 1954. Pp. xxi+256. $4.75. 


The author concludes that “an effective and responsible theory of interests 
concerned with protecting the rights of individuality in the humane as well as 
the economic sense . . . has little hope of developing so long as business is 
allowed to speak for conservatism at large unless business leadership shows a 
new awareness of the needs and aspirations of twentieth-century America.” 


SVENNILSON, INGVAR. Growth and Stagnation in the European Economy. 
Geneva: United Nations Economic Commission for Europe, 1954; dis- 
tributed by Columbia University Press. Pp. xvi+342. $4.50. 


This report is mainly concerned with the economic growth of individual 
European countries and industries from the beginning of World War I to the 
outbreak of the second. During the twenty-five-year period, 1913-38, the aver- 
age real income per head of active population in Europe increased not more 
than .6 per cent per year. 


VAN DER VALK, H. M. H. A. The Economic Future of Canada. Toronto: 
McGraw-Hill Company of Canada, Limited, 1954. Pp. xiv+206. $4.75. 


The author of this work finds that Canada’s satisfactory position is due to 
a high degree of balance in its economic development, to which the absence of 
strong inflationary forces has greatly contributed. He holds that Canada, already 
the second country in the world with regard to output per capita, is on its way 
to become also the third or fourth country in the world in terms of total output. 


CLYDE WILLIAM PHELPS 
University of Southern California 








